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YT_aC_

In this book I first endeavor to trace, in a series of studies of
the contemporary source-material, the evolution of the modern
"orthodox" theory of international trade, from its beginnings in
the revolt against English mercantilism in the seventeenth and
eighteenth centuries, through the English currency and tariff
controversies of the nineteenth century, to its present-day form.
I then proceed to a detailed examination of current controversies
in the technical literatme centering about important propositions
of the classical and neo-classical economists relating to the theory
of the mechanism of international trade and the theory of gairr
from trade. The annual flow of literature in this field has become

so great in the last few years, and the claims on my time and
energy from other unfortunately unavoidable activities of a quite
divergent sort have been so heavy, that the completion of this
book and the rendering of full justice to the recent literature have
proved to be incompatible objectives. I hereby present my sincere
apologies to the substantial number of economists who have in
recent years made valuable contributions to the theory of inter-
national trade which are here either wholly neglected or treated
more summarily than they deserve.

This book is not presented as a rival to, or substitute for, the
excellent textbooks on the theory of international trade which are
at last available. The main contributions of a good textbook are
usually its contribution to general synthesis of doctrine, its illus-
trative material, and its restatement in compact, simplified, and
systematic form of materials familiar to scholars. My objectives
have been, rather, to resurrect forgotten or overlooked material
worthy of resurrection, to trace the origin and development of the
doctrines which were later to become familiar, and to examine
the claims to acceptance of familiar doctrine. Since, until recent
years, it was at first almost solely English writers, and later al-
most solely English and American writers, who were responsible
for the development of the theory along the classical lines, there
is but little reference to writings by Continental economists ante-
dating the War. While my main objective in writing this book
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was that it should prove a useful supplement, for both teachers
and students, to the textbooks on the theory of international
trade, I hope that the extensive discussion of early monetary
theories will make it of interest also to students of monetary and
banking theory.

Acknowledgments are due to the University of Chicago Press
and to the editors and publishers of Wdtwirtschaftliches Archly
for their kind permission to include in this book the material
which appeared in my articles "English theories of foreign trade
before Adam Smith," ]ours/of Political Economy, XXXVIII
(I93O), 249-31o, 404-57, and "The doctrine of comparative
costs," Weltwirtschaftliches /trchiv, XXXVI (1932, II), 356-
414. Both articles, however, and especially the latter, have been
substantially revised, recast, and extended, in the process of in-
corporation in this book.

My heaviest intellectual indebtedness is to Professor F. W.
Taussig, who first aroused my interest in the field of international
trade as long ago as I914, who has done much by his writings
and oral discussion to sustain it since and to set the mold for

my thinking, and to whose teachings I have remained faithful
in my imperfect fashion. As a gesture of gratitude in this con-
nection, I have taken the liberty of dedicating the book to him.
To Professor Bertil Ohlin's persistent refusal willingly to accept
the same mold for his thinking in this field, and to his consequent
persistent refusal to agree with me, I am also greatly indebted,
for it has forced me repeatedly to think problems through more
thoroughly than I would otherwise have done, and to revise--
and perhaps even upon occasion to abandon--doctrines to which
I was disposed to cling as long as it was still possible to do so
without violating the intellectual decencies. I am greatly indebted
also to a long line of able and sceptical students, who have pointed
out my errors to me in the hope, not always realized, that I would
find ways of correcting them. I am especially indebted to the
following students, past and present, who have at one time or
another accepted the responsibility of assisting me in checking
my references, in meeting the physical burden of using libraries,
and in keeping my errors of fact and analysis within the accus-
tomed limits of tolerance : Leroy D. Stinebower, Michael L. Hoff-
man, Virginius F. Coe, Henry J. Wadleigh, Lily M. David, Ben-
jamin F. Brooks, Arthur I. Bloomfield. The charts were drawn
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: for me by ¥. K. Wong, who has once more been patient with my
mathematical ineptitude while refusing to make concessions to
it. My thanks are due also to the Social Science Research Com-
mittee of the University of Chicago, who provided the funds which
enabled me to recruit the aid of these students and also furnished

the typing facilities.

JACOB MINER.
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Chapter I

ENGLISH THEORIES OF FOREIGN TRADE,
BEFORE ADAM SMITH " I

All antient or scarce Pieces r,my justly be esteem'd curious and valu-
able, eith_er on account of their own intrinsich Perfection, or out of

respect to the great Names which they go under or purely on account
of their relation to the Times and nice Conjuctures in which they
were contpos'd: and tho mean and inconsiderable in the stile and man-
ner of writing, in comparison with some modern Composures, may yet

deserve to be perpetuated and transmitted to Posterity, if they mani-
festly discover the Seeds and Principles from which the greatest Events,
and perhaps Revolutions in Church and State, have taken their rise.
These Characters, singly or all together, have been our Rule in the

present Collectiou.--The Phenix: or, A Revival of Scarce and Valuable
Pieces No where to be found but in the Closets of the Curious. II
(I7o8), preface, iii-iv.

I. INTRODUCTION

A study of the theories of foreign trade before Adam Smith
must of necessity consist of an examination of the mercantilist
doctrines with respect to foreign trade and of the contemporary
criticisms thereof. It is a common impression that they have al-
ready been sufficiently studied, but the economic historians and
the economists of the German historical school have been almost

alone in studying the mercantilists, and they have generally been
more interested in the facts than in the ideas of the mercantilist

period, have often based sweeping generalizations as to the char-
acter of mercantilist doctrine on what they found in a handful
of the mercantilist writings, have displayed neither interest in,
nor acquaintance with, modern economiC'theorizing with respect
to monetary and trade process, and have almost without exception
shown a tendency to defend the mercantilist doctrines by reason-
ing itself of decidedly mercantilist flavor. The severe critics of
mercaufi'li_ doctrine have generally been economic theorists of the

I
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English classical-school tradition, and they have usually relied on
Adam Smith's account plus the vague mass of nineteenth-century
tradition for their information as to the contents of mercantilist
doctrine.

The present study, is therefore, primarily an inventory of the
English ideas, good and bad, with respect to trade prevalent before
Adam Smith, classified and examined in the light of modern mone-
tary and trade theory. Its aim is rather to discover and explain the
divergencies of doctrine than to formulate inclusive and simple
formulas descriptive of mercantilist doctrine en masse, formulas
which are almost necessarily half-truths at best or empty. It is
based on a careful study of such of the actual economic literature
of the period as was available to me, and its findings will be sup-
ported by as much of the evidence derived from that literature, in
the form of quotations and references, as space limitations permit.

No attempt will be made to compare in detail the results of this
investigation with the findings of other modern commentators on
English mercantilism, but those who are sufficiently interested to
make such comparisons for themselves will find, I believe, that
the differences as to fact and interpretation are numerous and of
some importance, and that new information is presented on a
number of points. 1 To keep the study within manageable propor-
tions, the doctrines of the period with respect to the fisheries,

A. Dubois, Pr&cis de rhistolre des doctrines _conomiques, I9o3, and Br. Suvi-
ranta, Theory of the balance of trade in England, x923, were helpful, although I
cannot accept many of the latter writer's interpretations and appraisals. Except
for a few special studies to which reference is made at appropriate points no
other secondary studies were of much help to me. E. Lipson, Economic history
of Eng/and (3 vols., I929-I93I, and especially vol. III [I93X], Ch. IV, "The
mercantile system"), appeared after this study had been published in its original
forn_ It contains a great mass of valuable material and relates the doctrines to
the historical conditions much more completely and authoritatively than I could
do. Lipson in the main presents a defense of the mercantilist do_h_es against
their modern critics, although more moderately than is usual for economic his-
torians. To me most of his defense appears insubstantial, or unsubstantiated by
the evidence, or irrelevant, and I have not felt obliged to modify my appraisal
because of what he has written. It seems to me especially that he v-dies too
strongly on citations from a few contemporary critics of the prevaifing views,
such as Davenant, Barbon and North, and from writers after x69o, as evidence
of what was prevail:nag doctrine from say I55O to I75o. E. Heckscher has re-
cently peblishedin Swedisha two-volmneaccountof the mercantilistdoctrines
on the Continent as well as in England ( Merkantili, rnten, Stockholm, i93 x, :l
vols.)whoseEnsF_hmmsla_oo(Mevca_dim_x935,•vols.)becameava_Ide
toolatetopermltofmy profit_extemlvelyfromitinthe_ o_my oc_-
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population, and colonies will be ignored even when they are closely
related to the general foreign-trade theories.

II."MERCANTILISM" AND "BuLLIONISM"

In the English economic literature prior to Adam Smith, the
most pervasive and the most emphasized doctrine is the impor-
tance of having an excess of exports over imports. To this doc-
trine and the trade regulations which it inspired, Adam Smith,
following the-usage of some of the Physiocrats, x gave the name

of the "commercial" or "mercantile" system, which later became, I
with the aid of the Germans, the now familiar "mercantilism. ''2 I
Many writers, however, assign "mercantilism" only to the period [
after about I62o, and distinguish with varying degrees of em-

!

phasis between the "bullionist" doctrines of the earlier period
and the "balance-of-trade" doctrines of the later period. The
grounds most commonly given for distinguishing between the
two periods are as follows: (I) that, before I62O, stress was put
on the importance of a favorable balance in each transaction of
each merchant, whereas in the later period the emphasis was on
the aggregate or national balance of trade; (2) that, before I62o,
concern about the state of the individual balances was due to

anxiety that the country's stock of bullion be not reduced, whereas
in the later period there was anxiety that it be increased; (3)
that, before I62O, the chief economic objective of trade policy was
to protect the national currency against exchange depreciation,
whereas after I62cr this was a minor objective, if a matter of
concern at all; (4) that, in the early period, the means advocated
and employed to carry out the objectives of the prevailing trade

inal study. It is a work of the highest quality on both the historical and the
theoretical sides, and I am happy to find that where we are dealing with the same
topics there is no substantial conflict of interpretation or appraisal. I have re-
viewed Heekscher's book in The economic history reg4x,_, VI (1935), 99-Iol.

1CL Oneken, article on Quesnay, Hand_rterbzu:h tier Staatsurissenscha]t, a_d
I_OI, VI, 280.

• If Adam Smith intended the name to be used as a contrast to the physio-
cratic system, he bad considerable justification. Just as the physiocrats claimed
that agriculture alone (or extractive industr_ alone) was productive, so many
of the English mercantilists claimed that foreign trade was the only source of
wealth, and many of them, wh_e not taking so extreme a position, arranged
activities in the order of their contribution to the wealth of the country with
foreisn U-adein the first rank.
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policy were close regulation of the transactions of particular indi-
viduals in the exchange market and in coin and bullion, while in
the later period the policy recommended and put into practice was
to seek the objective of a greater stock of bullion indirectly by
means of regulation of trade rather than directly through re-
strictions on exchange transactions and on the export of coin
and bullion.

The actual course of official policy seems to give no strong sup-
port to this chronological contrast between the bullionist and the
balance-of-trade doctrines. In the earlier period, it is true, regula-
tion of the foreign trade and exchange transactions of the mer-
chants had been stricter and more detailed than it subsequently
became. But the outstanding changes in legislation and in admin-
istrative practice emended over a long period, and all of any
importance occurred long before I6uo or did not occur until
long after. The institution of the Staple, which served as an
instrument of regulation of individual transactions, finally expired
with the loss of Calais in 1558 , although it had already been
moribund. The Statutes of Employment, requiring foreign mer-
chants to pay for the English commodities which they bought, in
part at least, in coin or bullion, had become inoperative long be-
fore the end of the sixteenth century. The Royal Exchanger, with
his control over exchange transactions, went out of existence prac-
tically, if not legally, when Burleigh, in the reign of Elizabeth,
refrained from exercising his prerogative of nominating the
holder of the office, although Charles I attempted unsuccessfully
to revive the institution as late as I628. The restrictions on the

export of coin and bullion had been relaxed during the reign of
Elizabeth. They were more strictly enforced, as far as gold was
concerned, in the reign of James I, in accordance with a proclama-
tion of 16o3, but even stricter regtflations were lald down by
Charles I in 1628, and it was not until 1663 that gold and silver
bullion and fore/gn coin could be freely exported, and not until
I819 that English coin or bullion derived therefrom could be
legally exported. In other words, the "bullionist" regulations were
either repealed or had become obsolete long before 162o, or per-
sisted and even were strengthened long after I62o. Prohibitions
and customs duties on imports and exports imposed for trade
regulative pu_ originated centuries before x62o, and al-
though the customs system was revised during the reign of
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James I, and again by Walpole in the z72o's, in order that it
might more effectively serve the purpose of procuring a favorable
balance of trade, it continued until late in the nineteenth century
to be a medley of provisions of miscellaneous character serving
in unascertainable proportions the largely contradictory purposes
of fiscal needs, trade regulation, special privileges to favored indi-
viduals or groups, and foreign diplomacy.

If, however, the dividing line be set at about 156o, instead of
about i62o, the contrast may be made with respect to actual
trade regulation that such devices as the Staple, the Royal Ex-
changer, and the Statutes of Employment had been important in
the first period, and were repealed or permitted to become inopera-
tive in the later stage. For the earlier period also, it earl be said
that there was much more concern about the menace to the na-

tional stock of bullion from the operations of brokers and mer-
chants in paper exchange than there was in the later period, and
on this question I62o serves fairly well as the approximate date
at which doctrinal controversy cleared away many of the older
illusions about the consequences of unregulated exchange transac-
tions. No attempt will be made here to examine the bullionist
reasoning with respect to the exchanges, of which an excellent
summary has been given by Tawney. 8 In the controversy over
the exchanges at the beginning of the seventeenth century, the
new views which were expounded chiefly by Misselden and Mun
won a definitive victory over the old views as presented by
Malynes and Milles, and in the later literature a spokesman for
the older views is only rarely to be encountered. Perhaps for the
first time, a matter of economic policy was made the occasion for
a war of tracts, and the tracts seem, moreover, to have exerted an
immediate and traceable influence on government policy. But
commentators who have not explored the earlier literature nor
examined carefully the later literature have applied to the entire
contents of these tracts what was true only, if at all, of their
arguments with respect to paper exchanges, and have attributed
to Misselden and Mun priority with respect to doctrines which
were already old and established and to Malynes and Milles final
utterance of doctrines which still had a long life to live.

' _ hisImro_c_ _ i_ re[m-i_o['I'mmasV_t_x_A _co_ _
liST"a],xg_, pp.6o-86; "-34-69.OL also E.R.A. Selignm_ artide on the Bul-
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III. THE BALANCE-OF-TRADEDOCTRINE

The Concept and Its Application.amThe most pervasive fea-
ture of the English mercantilist literature was the doctrine that it
was vitally important for England that it should have an excess of
exports over imports, usually because that was for a country with
no gold or silver mines the only way to increase its stock of' the
precious metals. The doctrine is of early origin, and some of the
mercantilists, in the earlier period when it was still customary to
scatter miscellaneous tags of classical wisdom through one's dis-
course, succeeded in finding Latin quotations which seemed to ex-
pound it. It was clearly enough stated as far back as 138I by Rich-
ard Leicester, a mint official, in answer to an official inquiry as to
the cause of, and remedy for, the supposed drain of gold out of
England :

First, as to this that no gold or silver comes into England, but that
which is in England is carried beyond the sea, I maintain that it is
because the land spends too much in merchandise, as in grocery,
mercery and peltry, or wines, red, white and sweet, and also in ex-
changes made to the Court of Rome in divers ways. Wherefore the
remedy seems to me to be that each merchant bringing merchandise
into F_and take out of the commodities of the land as much as his
mcrclmndise aforesaid shall amount to; and that none carry gold or
silver beyond the sea, as it is ordained by statute .... And so me-
seems that the money that is in _'=gland will r_in, and great
quantity of money and _ win come from the parts beyond
the sea.2

*C_/.alsoJacobViner,m_de, "_B_m_eof tr-_k,_ _¢_lopoed_ of t_ social
_w_zta, II (x93o), 399-406;F. W. Fetter, _ term "favorableb_l__m.__of
trade,'" O_ed.V i_ ot ecomomics,XIXX (_S), 62x-3c_

•Bland,Brown,andTawney,Emg//sh¢¢ov,omichiao_, _,ltct doc_e#._r, xgx4,
p_ 2x9-2o.The _ here clearb,_moliedof a _ balance('the ta_
sp,._ too mu_ iu _) m.dtheem_a_ _/=o-e._. andmt mmdy

nmdeabovethattherehasbernmmgg_ Ofthe_ffermcesis clocU'hmbe-
tweenthe _ "m_u¢" aml"mm=at_t" _ Other_ A_es-
bm-yaml Cruntema_thesametie offeredthesameex#anationoi the1msOf
bcdlion.For Ayl_bm'y,see_ p. :ram.For.Crmmm,_ theor_dml
R_ mrt_ [t_x], III (r_), _: "(_ut a _ article: Ne
mt #tis ¢it_mmh_ le Roklmz d,_smarchmtd_ _ m _lzs
_ de h cr_ du R_ _ hm-sd_ m_s_e I_ l_i_ ue
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The following citations from sixteenth-century sources show
that the doctrine was current throughout that century:

The whole wealth of the realm is for all our rich commodities to

get out of all other realms therefor ready money ; and after the money
is brought in to the whole realm, so shall all people in the realm be
made rich therewith, s

But it is an infallible argument that if we send yearly into beyond
the seas one hundred thousand pounds worth of wares more than we
receive yearly again, then must there needs be brought into this realm
for the said hundred thousand pounds worth of wares so much in
value either of gold or silver .... The only means to cause much
bullion to be brought out of other realms unto the king's mints is to
provide that a great quantity of our wares may be carried yearly into
beyond the seas and less quantity of their wares be brought hither
again .4

... for if England would spend less of foreign commodities,
- than the same [i.e., English] commodities will pay for, then the re-

main must of necessity be returned of silver or gold ; but if otherwise,

_1 then it will fare in England in short time, as it doth with a man of] great yearly living that spendeth more yearly than his own revenue
and spendeth of the stock besides?

If we keep within us much of our commodities, [because of heavyI
duty on wool exports] we must spare many other things that we

4 have now from beyond the seas; for we must always take heed that
we buy no more of strangers than we sell them; for so we should
impoverish ourselves and enrich them. s

And another [object of policy] is that the things which we carry
out do surmount in price the things which we bring in; else shall
we soon make a poor land and a poor people. T

' [Clement Armstre_?] "A treati_ concerning the s_ple and the commodities
of this realme" [ms. ca. x53o], first printed in Reintm_ Pauli, Drei volkswirth-
acAa#liche Denk_hri_,_ _ der _ Hei_'hs VIII _ EY,91a_l, 1878,p. 32.
(21.also "Clement Armestrong's sermons and declaracions agaynst popish cere-
mmlles" [ms. ca. x53o1,/b/d., PP. 46-47; "How to retorn_ the realme in settyng
them to worl_ and to restore tillage" lm_ ca. x5351, ib/d., PI_ 60 ft., 76.

""Polices to reduce this realme o£ Englande tmto a pr_ wcalthe and
estate" [ms.. t.5¢9]. Tawney and Power. Tudor ecoaom_cdoctm,ewts. III (t924).
3z8, 3aL This collection will hemdorth be cited as T.E.D.

s"Comideraticm for the restrayme o[ tr'__-__e gould out of the realme"
[r_gn d gJl.shalt]. _ im Gemg Sdmm, E_i_h¢ Hamdd.cpolitik gegen

dca M_, iS&, IL 6o.
*IJalm Hales] ,4 di_ of _ _ teed of tki, r_ ol l_mdtand

[writtm, m. _f6o, first orlm_d, x_ll, Elizabeth tmmad ed_ d_ pp. 62-63.
_"A d_,_ae ol _ation_ [ca. 1587], T.E.D., HI, _67. Fer additional

st_emmu o_ the bd_Ee-d-trade doctrine _ the #_,--,_ century, see:
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Although the concept of a national balance of trade was al-
ready common in the sixteenth century, the exact term itself seems
to have first been coined in I6I 5, when it almost immediately
passed into common usage, s In that year two customs officials,
Wolstenholme and Cranfield, were instructed to compute the ex-
ports and imports for the two preceding years, in order to ascer-
tain the effect on foreign trade of "Alderman Cockayne's Project"
restricting the export of undyed or undressed woolens. The re-
sults of their computations are still extant in manuscript, indorsed
as follows: "A computation of all merchandises exported and
imported into England one year by Mr. Wolstenholme 2x May
I6x5" and "Sir Lionell Cranfield his balance of trade 2I May
I615. ''° In the next year, Sir Francis Bacon, who was acquainted
in his official capacity with these computations, in his "Advice to
Sir George Villiers" wrote as follows :

This realm is much enriched, of late years, by the trade of mer-
chandise which the English drive in foreign parts ; and, if it be wisely
managed, it must of necessity very much increase the wealth thereof ;
care being taken, that the exportation exceed in value the importa-
tion; for then the balance of trade must of necessity be returned in
coin or bullion.1°

The first appearance in print of the phrase appears to have been
in the title and text of a pamphlet by Misselden published in
I623, The Circle of Commerce, or the Ballance of Trade. It is to
be fotmd ad ttauseam in the subsequent literature. The term was,
of course, borrowed from the current terminology of bookkeep-

William Cholmeley,"The requestand suite of a true-heartedEnglishman"
[ms., x$53], Ttw Camdemmiscellany,II (x853), ix-t2; "Memorandumpre-
pared for the royal commissionon the exchanges" [x_;], /b/d, III, 353;
"Memorandumby Cecilon the exporttrade in clothand wool" [xS6471,/b/d,
II, 45x; "D'Ewes' jourm1" (for t593) [t693], _/d., II, 242; "An apologie
of the citricof London,"in John Stow, ,4 ,lwtpeyot Lamdon,C. L. Kit_ord
ed., I9o8, II, aio.

*I owe tram of the followingreferm__-to the excellentaccoumby W.H.
Price,"Theot_,m of the #ram _aalameof tradz.'" Qt*_rterlyi_al of eco-
_,n,6cs,XX (xgoS).t_v ft.
•AstridFrfis,AldtrmasCoclm2mt'$pro_ctuadtheclothtrade,xgaT,IL

=ol,andW. H. Price,loc.cir.Therewereno valuesuo/tuiesofimportsand
exportsatthattime,butthecustomsrateson allgoodsweres percentd
theofadalvah_ ofthetoodLThebatamewa_ _ _ bym_-
fnayi_the_ revemmbytwenty.
"Warb,,x_ IL _. (Theemy was wrlv_ _. x616,betfa_tpuhlt_edin

ICOn.)
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ing, into which the word "balance" had apparently been incor-
porated from the Italian about I6oo. Prior to x6x5, such terms as
"overplus, ''xl "remayne, ''_ "overvallue ''la were used to signify the
excess of exports over imports, or vice versa, and Malynes, a4 in
i6ox, and Cotton in I6O9,x_ used the term "overballaneing" for
the same purpose. A memorandum of I564 spoke of exports sum-
cient "to answer the foreign commodities" to mean exports ade-
quate to balance the imports, xe and John Stow in 1598 used "over-
plus" and "countervail" for the two meanings of "balance. ''x7

Nothing was invented or discovered in I6X5 except the preciseterm "balance of trade." There is no evidence that when in that

year attempts were made to compute the actual balance any per-
son regarded it as the application of a novel idea. Misselden, in
x623, did write of "this balance of trade, an excellent and politic
invention, to shew us the difference of weight in the commerce
of one kingdom with another, ''18 but what he regarded as novel
was not the notion of a balance but its actual measurement in the

absence of periodic trade statistics such as those with which we
are now familiar. Malynes did criticize Misselden's balance-of-
trade argument, but not because the notion of a balance between
exports and imports was unfamiliar or objectionable to him, for
he had himself stressed the concept years before. What Malynes
was criticizing was the overemphasis which Misselden was giving
to the mere computation of the actual balance, since "the con-
ceited balance of trade proposed by Misselden, can be but a trial
and discovery of the overbalancing of trade, without that it can

""Polices to reduce this realme" [_549], T.E.D., HI, 324.
U,Considerations for the restraynte of tramportinge goulde" [time of Eliza-

beth], Schanz, op. cir., II, 649.
a"Memorandum prepared for the royal commission on the exchanges" [x564],

T.E.D., III, 353.
a Gerard Malynes, A treatise of the ca_er of England's commonwealth

[_6ox], T.E.D., III, 386.
aSir Robert Cotton, "The manner and meanes" [x6o9], in Cottosi Posthuma,

I672, p. I96.

a"Memorandum by Cecil on the export trade in cloth and wool," T.E.D.,
II, 45-

="Apologie of the citt/e of I.ondon _ [z598], in Stow, .4 _rvey of Lmu/o_,
Kingdord e¢, x9o8, II, 21o.

a The circle of commerce, x623, p. XXT. Mis_lden cites from an alleged
manuscript an attempt made during the reign of Edward III to estimate the
English balance of trade._lbid., p. ix&



_o Studies in the Theory of International Trade

produce any other benefit to the commonwealth,''1° and in any
case, was likely to be highly inaccurate?°

The term "favorable balance of trade" now so common, and
so commonly attributed to the mercantilists, seems first to have
been used in I767 by Sir James Stcuart,_1although the phrase
"balance in our favor" had been used by Carym in I695, Pollexfen
in I697,28 and Mackworth_ in about I72O, and corresponding
terms were used by many other writers._s

General and Partial B_ances.--There is no historical basis
for the distinction which some writers have tried to make between

a balance-of-individual-bargains stage and a chronologically later
general balance-of-trade stage in the evolution of mercantilist
doctrine. Richard Jones coined the phrase "balance-of-bargain"
in order to distinguish between means and not ends: "To effect
their purposes, they [i.e., the early politicians] adopted a very
complicated system, which we may call the balance-of-bargain
system; and which, though its object was preeisely the same with
that of the balanace-of-trade system long subsequently established,
yet sought to attain that object by very different means. ''_6 An
influx of bullion resulting from an excess of exports over imports
was the common objective both of the earlier and of the later
period. To the extent that the methods advocated or actually ap-
plied to attain this end differed, it is more accurate to say that
the early bullionist regulations dealt directlywith the transactions
in coin and bullion and foreign exchange, whereas the later cus-

1. The center of the circle of commerce, I623, pp. 68-69.
mIbid., pp. 58-59-
aAn inquiry into the tr_iaciples of i_olit/ca/ _ecoaomy, I_6_, II, 422: '%vhen

onenationis growingricher,othersmustbegrowingpoorer;thisis an exam-
pleof a favorablebalanceof trade."CA.also ib/d.,II. 4aS-a6.Steuartalso
usedthe terr_ "passive"and"active"for importandexportsurpluses,respec-
tively.(Ibld.,II, 2o7.)

n John Cary, An essay on the_ate of Em31amt is relatiou to its trade, I695,
pp. I31-32; ib/d., An essay on the co3nt and credit of England, x696, p. 2o.

n [John Pollexfen] A discourse of trade, count, and papcr credit, 1697, p. 4o.
Sir Humphrey Mackwortth A proposal for ta_mest o[ the t,ublick debts,

zd ed., ca. xTao, IX 9.
mF. W. Fetter nevertheless considers h an anachronism to attribute the use

of the terms "favorable" ¢x "unfavorable" to the mercantilists. "The term
'favorable balance of trade'" _awlerly i_ o] economics, XLIX (I935),
629.

re"Primitive political economy of England _ [x847], in Literary rc',e_ns,
WheweUed.,xSsg,p. ags.
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toms regulations sought the same results indirectly by regulating
the commodity imports and exports. No trace is to be found in
the early literature of anything even approaching a theory of the
importance of the individual balances except as items in a clearly
conceived national balance and it is only as inference from the
character of the bullionist regulations that the prevalence of the
notion that such a theory was once expounded can be explained.

In some of the modern literature on mercantilism there is to
be found an exposition of the evolution of the balance-of-trade
doctrine in tei'rns of three chronological stages: first, the indi-
vidual bargain; then an intermediate stage in which the notion of
the balance of trade with particular countries, but not the total
balance of trade, had been grasped; and, finally, the emergence
of the concept of the national or aggregate balance. This is all
the product of vivid imagination. In the seventeenth and eight-
eenth centuries there was much controversy about the state of the
balances with particular countries, but always with reference to
their bearing on the aggregate balance. In the seventeenth cen-
tury the state of the balance in the East India trade was the prin-
cipal object of controversy in this connection; in the eighteenth
century it was the balance with France which gave rise to most
misgiving. The East Indian balance was indisputably "unfavor-
able," and the East India Company was attacked on this ground.
Its spokesmen tried to meet the attack by the contention that,
although the balance was immediately unfavorable, the East India
trade had indirect effects, such as the reexport at a profit of com-
modities imported from India and the substitution of imports
from India for imports to greater value from other countries,
which made its net result, direct and indirect, a favorable instead
of an unfavorable contribution to the total national balance. _TIt

mTheargumentwas madeby manywhowerenot personally interestedin the
fortunesof theEast IndiaCompany,and was accepted,in theory,by the critics
of thecompany.The followingcitationsareonly to spokesmenfor the company:
ThomasMun,.,1discourseof trade,IronsEngland unto theEast Indies [t62xl,
FacsimileText Societyreprint,t93o,pp.9 ft.; ibid., England's treasureby ]or-
raign bade [first publishedI664, writtenabout I63O],Ashley ed., 1895,pp.
x9 fL; [Sir Thomas Papillon],4 treatiseconcerningthe Eo.a-India tradebeing
a most profitabletrade to the kingdom [I677], I696 reprint,pp. 12 ft.; [Sir
Josiah Child] ,4 treat/_ gvhere/nis demmtstratedthat the East-India trade is
the IWO.Ct n_/ol_ of _l foT_gl$ tr_$, I68I, pp. 6 ft.; [Child] ,4 discourse about

trade, x6_, p. I42; CharlesDavenant,,4n e_y on the East-India trade [I696],
in Works, CharlesWhitwortheeL,I, 97; Some cor.sideratiouson the _ture



i z Studies in the Theory of International Trade

would be difficult to demonstrate such a theory to determined
critics, even if it were in accord with the facts, and when this
method of argument failed to be effective, the defenders of the

company, while still conceding in the abstract that any trade was
harmful if it did not contribute, directly or indirectly, to a favor-
able balance for the country, resorted to questioning the possibil-

ity of applying the test with sufficient accuracy to warrant the
condemnation of any trade? s When this argument also failed to

subdue criticism, the defenders of the company were finally driven
to questioning and even to explicitly rejecting the validity of the
balance-of-trade test, however qualified, as a measure of the value
of trade. _ But none of the writers on either side of the con-

troversy claimed that the particular balance of trade was to be
judged except in terms of its contribution to the total balance,

amt importance of the East-India trade, x728, pp. 30 ft. As representative in-
stances of the acceptance of the argument by critics of the company who de-
nied, however, that the company could meet the test even if indirect effects
were taken into consideration, there may be cited: [William Petyt?] Britannia
langsens [I68o], McCulloch ed., Early English tracts on commerce, x856, pp.
342 ft. ; [John Pollexfen] England and East-India mcomistent _a their manu-
]actures, x697, p. 52.

sscf. Charles Davenant, Discourses on publlck reoemse$ [1698], in Works,
I, 388: "It is hard to trace all the circuits of trade, to find its hidden recesses,
to discover its original springs and motions, and to shew what mutual de-
pendenceall traffics have one upon the other. And yet, whoever will categorically
pronounce that we get or lose by any business, must know all this, and besides,
have a very deep insight into many other things." Cf. Sir Leslie Stephen, H/s-
tory of English thought in the eighteenth century, 3d ed., tgoa, II, 294, with
reference to Davenant's position: "Merchants easily assumed their own hal-
ances to be a sufficient test of the national prosperity, but when the theories
thus framed were applied to limit their own dealings and to prevent them from
importing the most advantageous articles of commerce, they naturally found
more or less ingenious modes of meeting the awkward inference. It was bet-
ter, they admitted, to import gold than silk; but by some dexterous :mmipula-
lion it must be shown that the importati_ of silk would enable them to get
more gol_"

*"Cf. Nicholas Barb_ .4 discowrss coscerni_ coings0 tlw few money liohtcro
x696,p. 36: "And yet there is nothing so difracult, as to find out the bal-
ance of trade inany naris; or to know whether there ever was, or can be
such a _ u the malting uO the balance of trade betwixt ooe natiaa and
another; or to We.ce, _ it could be fonnd ont, that there is anytl_ng _ or
lost by the balance." Ib/d., p. 40: "But if there could be an account taken of
the l_lance of trade, I emit see where the advantage of it could be. For the
reNm t_'s 0yen _ it, thu the oven_ is gaid in bull_ and the mtim
grows so much the richer, became the bahmce ia made _p ha lmlllon, is alto-
_her • mlsudee: for Suld and _ver are bet eommxli_; and one sort of
c_ocE_ iJ _ a_xl n m_r, m i_ I_ ot tit nm _m."
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and there was certainly none who argued about particular balances
without first having conceived of the notion of a total balance.
On this question there was no conflict of doctrine, but only dis-
agreement as to the facts and as to the possibility of ascertaining
them.

Constituent Items in the Balance.--The mercantilists have

sometimes been charged with failure to see that the international
balance does not consist only of commodity exports and imports, s°
and many suppose that the "invisible items" are a recent discovery.
But most of the important writers of the seventeenth and eight-
eenth centuries took care to point out that allowance must be
made for non-commodity items in explaining the net balance pay-
able in bullion. Reference to an "invisible" item is to be found as

far back as x38I, when both Aylesbury and Lincoln explained the
drain of gold as due partly to remittances to Rome? x An early
writer argued that if foreign merchants were required to come
to England,,to buy English cloth instead of being permitted to
buy it abroad, their living expenses in England would be an item
in England's favor, sz Missdden, in I623, mentioned the profits
from the fisheries, reexport trade, and freight earnings as items
to be added to the commodity statistics in computing the balance. 8s
Malynes,*' in the same year, pointed out that interest payments
on foreign loans should be included in the balance. Robinson, s5 in
x64x, included diplomatic expenditures abroad, travelers' ex-
penses, and freight charges. Mun, writing in about the year I63o,
listed almost all the items which would be included today: freight
earnings, military expenditures abroad, marine insurance pay-
meats, gains from fisheries, losses at sea of outward and inward
shipments of goods, Catholic remittances to Rome, travelers' ex-
penses, gifts, and the excess over their living expenses in the
country for which the balance is being computed of payments to
foreigners for exchange con'anissions, interest, and life and com-

mCf., for example,C. F. Bastable,The theory of iater_mtionaltrade, 4th ed.,
19o3, p. 73; Paul Leroy-BeauliergTrait_ t&foriq_ et pratique d'&onomie
pora/q_, _! ed., z896, IV, x75.

it Bland,Brown,and Tawney,E_lisk econov_ history, pp. aal, 222.
"[Clement Arnatreeg] "How to rdorm the realme"[ca. x535], Pauli ed.,

ep. _., _ 67.
The circle of commerce, xfa& p.

" The ceva_ of _ circle of commerce,16_ p. 59.
asHenryRobinson,England'ssatety;/n trade, emcrea_,x64x,pp.50 ft.
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modity insurance, se Child, s7 in 169o, added absentee incomes and
losses from bad debts. Hugh Chamberlain, in i6o6, listed, in
addition to commodity trade, the earnings of migratory labor
abroad, tourist expenditures ("what foreign travellers spend here
to see the country"), diplomatic and military expenditures abroad,
and other'items, a8

The mercantilists were most interested in the "balance of pay-
ments" in its strict sense of a net balance of immediate obliga-
tions payable in specie, and the specie flows inward or outward
resulting from the balance of payments were their primary con-
tern. Payments on account of shipping freights or interest pay-
ments on foreign indebtedness were therefore recognized as
having, value for value, the same significance as payments for
commodity imports. But it was long before separate terms were
coined to _stinguish between the commodity balance of trade
and the total balance of payments, and the writers of the period
ordinarily used the term "balance of trade" to mean at one time
one of these balances, at another time the other. John Pollexfen, a*

however, Teferred to the "balance of accompts" as meaning the
total balance inclusive of both commodity and non-commodity
items, arm Justice 4° and Harris 4a later used the same term in the

same sense_ Stetrart spoke of "the whole mass of reciprocal pay-
ments" and their "balance, ''*s and at one point used the actual
phrase, "balance of payrr_ents," in its modern sense: "We must
always carefully avoid confounding the grand balance of pay-
ments with the balance between importation and exportation,
which I zam, ider as _he balance of trade. ''ts Arthur Young in
1772 used _ae phrase "tmaporal balance of remittance" to signify

**Englam_lm_a,a_ 1_ ;]o_ _'ade 1tfi64], Ashley ed., 1895,p. xx, and
drop. xx.

A discourseabout trade, _69_ PP.138, x4o_
nDr.H_n .C'h_'her.la_A co,'lOamfl.romepapers_ ,_p_sev.,eral

occa.vio_,_ _l_p.a-_
m,4 disc_ ,o__ege. ,ce_j_and papero'ed_, x697,p. 4_. Pollexfenalso

spokeof _&_lr_sandcredit_ inecmax-ti_ with internationaltramactionsof all
sorts.--Ib/d../_ 4, _o.
"A. J.l_esaaderJmtice]A _ n,es_ of,ao_ies_ exchu_Oes,

17o7,p, 74-
a [JosephIima'is] _-Sh,es_sya/an_mox_ lad coin,, part I (1757), xx_

_ Ib/d., IX,41_ a_.e.
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the immediate balance of payments# 4 The term "balance of in-
debtedness" seems not to have been used until the nineteenth

century. Adam Smith, however, approached it at one point, where
he referred to the "state of debt and credit. ''45

IV.REASONS FOR WANTING MORE BULLION

The Mercantilist Concept of Wealth.--The mercantilists
wanted an export surplus primarily because they wanted more
bullion and because they saw that for a country without gold or
silver mines a favorable balance of trade was the only means
available to procure bullion. The central problem in the interpreta-
tion of the mercantilist theories is the discovery of the grounds
on which their belief in the desirability of an indefinite accumula-
tion of the precious metals was based. The most common criticism
of the mercantilists is that they regarded the precious metals as
the sole constituents of the wealth of the nation. Adam Smith

made this charge a central feature of his criticism of the mercan-
tilist doctrines, and he has been accused, by modem apologists
for mercantilism, of inexcusable misinterpretation of their doc-
trines, x On behalf of the mercantilists they assert that the doctrine
of the identity of wealth and bullion is so absurd as to make it
incredible that able men, to whom the fable of Midas must have
been familiar, should have adhered to it, and they either refer
to passages in writings of the period revealing a broad concept of
wealth, or else deny that the words "wealth," "riches," or "treas-
ure" had the same meaning then which they have now. 2 But the

" [ArthurYoung] Politicalessaysconcerningthe present_tate o] the British
Era/fire,1772,p. 534-

aWeaIth of nations [1776], Caunaned., I, 440.
xCf. A. Oncken,Geschichteder Natlonal6konornie,I9o2, pp.I54 ft.; William

Cunningham,"Adam Smith und die Mercantilisten,"Zeitschrift fiir die ge-
saturateStaatsozissenscha#,XL (x884), 44 ft.

*An amusing conflict of interpretation pervades the apologetic literature.
Some defend the balance-of-tradetheory against its modern critics on the
groundthat the mercantilistsknew that the favorablebalancebrought in money,
and thatwhen they spokeof wealth,treasure,or richesbeing increasedas the
resultof a favorablebalance,they meantmoneyby theseterms.Others defend
the mercantilistsagainstthe charge of overemphasison money,claimingthat
what they wantedwas an increaseof real wealth,or capital,and not merely
of money.How a favorablebalanceof tradecan constitutean increasein the
total amountof capital or wealth within a country if money and capital or
wealthare not the same thingthey do not expiaimThese two lines of defense
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only reference to the Midas fable I have found in the literature
prior to 176o is in a work sharply critical of the mercantilist doc-
trines, 8 and, although unobjectionable definitions of wealth are
to be found, they are usually offered by moderate or skeptical
writers as criticisms of the prevailing views. "Riches," "wealth,"
"treasure" had ambiguous meanings in the seventeenth and eight-
eenth centuries. They meant money, jewels, and other especially
precious commodities at one moment, and all goods useful to man
at another moment. Very often this shift of meaning occurred
within the limits of a single paragraph or even sentence, and rea-
soning involving, and obtaining what plausibility it has from,
such shifts in the meaning given to terms constitutes a large por-
tion of the mercantilist argument, and especially of the balance-
of-trade doctrine.

The mercantilists did not have in mind the possibility that a
country may make investments abroad or may borrow from
abroad, and there is no mercantilist writer who explains his desire
for a favorable balance of trade as a desire that his country
should export capital abroad rather than borrow abroad3 If
indebtedness is disregarded, the one difference between an export
surplus and an import surplus is that there is a net exchange of
goods for money in the first ease, and of money for goods in
the second ease. It is impossible, therefore, to understand such
common mercantilist arguments as that foreign trade was the only
path to national wealth, that a country can gain from foreign
trade only if it results in a favorable balance payable in bullion,
that an export surplus is both the proof and the measure of gain
from trade, and that an import surplus is both the proof and the
measure of national loss, 5 unless they believed, momentarily at

of mercantilistdoctrineare, of course,mutuallycontradictory,and reflectthe
persiste.n_ into modem times of the eonfilsienfrom which the original mer-
cant;listssuffered.

• [Jocelyn]_/_ essayon mcq_ey&/m_//_, xTxS,p. x5.
• Steuartis the only mercantilistI have foundwho even cites the desirabil-

ity of investmentabroadas oneof the reasonsfor desiringa favorablebalance,
andhedoessoonly incidentallyandobscurely.--Pd_dfle$ of politicalwcor.omy,
I767,II, 425-26:". : . a balancemy be extremelyfavorablewithoutaugment-
ing the mass of the preciousmetals ... by constitutingall other nations
detm_ to it,..."

• Theseargumentsmustbe carefullydistinguhhedfrom the milderforms, as,
for examI_ thatforeigntradewill be l_re profi_Meif it p.,-odueesan export
_'l_tm thanif it does no*,or that foreign tradeis the best sourceof wealth.
What is said abovedoes not necessarilyapplyto the milderforms, whichare
open, however,to oth_ objectio,,-. See /-Ira, PP-_ it.
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least, that all goods other than money were worthless, or were
of value only as they served as means of securing money. If it be
replied that the mercantilists meant by "wealth," "treasure,"
"riches," "gain," "loss," "poverty," "prosperity," "profit," etc.,
only money or absence of money, their arguments generally be-
come merely laborious tautologies, and it becomes a mystery : (a)
why they should have thought it necessary to present so earnestly
and at such great length arguments reducing to the assertion that
the only way for a country without gold or silver mines to get
more bullion is to obtain it from abroad in return for goods, and
(b) what terms they used when they were thinking of what we
mean today when we speak of riches, wealth, gain, prosperity.

Statements involving either the attribution of value to the
precious metals alone, or else the use of all the terminology now
associated with the notion of wealth to mean merely money,
abound in the mercantilist literature, and only a few heretics were
never guilty of the confusion, real or terminological, between
mere money and wealth. There follow some representative pas-
sages, taken from the writings of prominent mercantilists, which
cannot, I feel certain, be absolved from the charge that they reveal
confusion between quantity of money, on the one hand, and de-
gree of wealth, riches, prosperity, gain, profit, poverty, loss, on
the other. It would be easy to multiply the number of such
citations•

• . . the wealth of the realm cannot decrease but three manner of
ways, which is by the transportation of ready money or bullion out
of the same; by selling our home commodities too good cheap; or
by buying the foreign commodities too dear, wherein chiefly con-
sisteth the aforesaid overbalancing .... e

If the native commodities exported do weigh down and exceed in
value the foreign commodities imported, it is a rule that never fails,
that then the Kingdom grows rich, and prospers in estate and stock;
because the overplus thereof must needs come in, in treasure. 7

The ordinary means therefore to increase our wealth and treasure
is by foreign trade, wherein we must ever observe this rule: to sell
more to strangers yearly than we consume of theirs in value, s

• Ma.lynes,,4 treatiseof the canker [I6ox], T.E.D., III, 387.
'E Misselden,The circleoi commerce,1623, 13.IIT.
SMtm,E_husd', trea,s_re [I664], Ashleyed., p. 7.
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• . . the only way to be rich, is to have plenty of that commodity
to vent, that is of greatest value abroad .... 9

Foreign trade is the only means to enrich this Kingdom . . .
Where the consumption of things imported, does exceed in value the
things exported, the loss will be as the excess is.1°

For exportation is gain, but all commodities imported is loss, but
ready silver or such commodities, that being carried out again bring
in silver from other nations. 11

• . . gold and silver is the only or most useful treasure of a nation
• . . nothing but bullion imported, can make amends for bullion ex-
ported, m

If we export any value of our manufactures for the consumption
of a foreign nation, and import thence no goods at all for our own
consumption, it is certain the whole price of our own manufactures
exported must be paid to us in money, and that all the money paid
to us is our clear gain. la

• . . to take the right way of judging of the increase or decrease
of the riches of the nation by the trade we drive with foreigners, is
to examine whether we receive money from them, or send them
ours; . . .14

Mr. Deslandes says his country has a balance in trade of 7,000,0oo
I. sterling per annum; which, if true, is infinitely more than Britain
can pretend to: It will follow from hence, that the French must be
much richer than the English; . . .xn

The general measures of the trade of Europe at present are gold
and silver, which, though they are sometimes commodities, yet are
the ultimate objects of trade; and the more or less of these metals
a nation retains, it is denominated rich or poor .... Therefore, if
the exports of Britain exceed its imports, foreigners must pay us

"Samuel Fortrey, England,r interest and improvement [I663] , Hollander ed.,
I9O7, p. 29

1,Roger Coke, ,4 discourse of trade, I67o, pp. 4, 6.
n Carew Reynel, The true English interest, I679, p. Io.
i* [John PoUexfen] England and East-India inconsistent in their manufactures,

I697, PP. I8-I9. A vindication o] some assertions relating to cobs ami trade,
1699, undoubtedly also the work of Pollexfen, is an elaborate defense of
Pollexfen's argument cited above against Davenant's attack on it in has D/s-
course of Pnbllck Revenues [I698]. Pollerden's argument is also effectively
criticized in [Gardner] Some reflections on a pamphlet, intituled, England amt
East India inconsistent in their manufactures, 1696, pp. 6-7. (This tract, in
spite of the date 0696) on its title page, catmot have been written before I697.)

aaThe British merchant [I713/41 , 3(1_!., I748, I, 28.
u Joshua Gee, The trade and navlgation of Great-Brltain considered [17u9],

i767 ed., p. 2o5.
mW. Horsley, ,4 trea_se on _riti_ affairs, 1744, p. 37.
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the balance in treasure, and the nation grow rich. But if the imports
of Britain exceed its exports, we must pay foreigners the balance in
treasure, and the nation grow poor. le

Adam Smith, however, did exaggerate the extent of the de-
pendence of the mercantilist case on the absolute identification of

money and wealth, inasmuch as he failed to make clear that there
were some mercantilists who were never guilty of such identi-
fication and few mercantilists who were never guiltless of it.

Certainly, few writers of any prominence relied solely on this
identification in arguing for the desirability of the indefinite ac-
cumulation of bullion, even though few failed to fall back on it to

ease the course of their argument at critical points and to give it
an axiomatic appearance both to themselves and to their readers.

To most of the moderate mercantilists the distinction between

money and wealth was clear enough, if not always at least in
moments of enlightenment and when recognition of the distinc-

tion would not hamper them and might even help them to make
the point at issue at the moment. Thomas More had already, in

I516 , tried to destroy the current illusions about the importance
of gold and silver and in his ideal commonwealth they were to be
relegated to use in the hire of foreign mercenaries and in the
making of vessels serving lowly and unromantic purposes indeed,

in order to free the Utopians from the tendency to exaggerate
their importance: "And these metals, which other nations do as
grievously and sorrowfully forego, as in a manner their own

lives, if they should altogether at once be taken from the Uto-
pians, no man there would think that he had lost the worth of

one farthing. ''17 The following quotation from another sixteenth-
century writer illustrates the use of the word "treasure" to sig-

nify more than merely the precious metals:

But he that hath treasure, goM, silver, house and land,
He shall be obeyed as lord with young and old .... as

There follow some quotations from writers who had a broad

concept of wealth and who used to signify wealth the same terms

[Matthew Decker] An essay on the causes o_ the decline o_ the _oreign
trade [1744], 1756, Pp. I-2.

a_Utopia [I516], A. W. Reed ed., x9_9, p. 78.
_Roger Bieston, The bayte and ,'nayre o//ortune [ca. x55o], x894 reprint,

p. 21.
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which we now use but which the apologists claim then had a dif-
ferent and narrower meaning. It is to be noted, however, that the
authors cited were all critics of at least the more extreme monetary
doctrines of the mercantilists.

•.. all men do know, that the riches or sufficiency of every king-
dom, state, or commonwealth, consisteth in the possession of those
things, which are needful for a civil life. 19

It is true that usually the measure of stock and riches is accounted
by money; but that is rather in imagination than reality .... The
stock or riches of the kingdom doth not only consist in our money,
but also in our commodities and ships for trade, and in our ships for
war, and magazines furnished with all necessary materials. 2°

By riches, is meant all such things as are of great value. By value,
is to be understood the price of things; that is, what anything is
worth to be sold .... 2x

It is a very hard thing to define what may be truly called the
riches of a people .... We esteem that to be treasure, which for the
use of man has been converted from gold and silver into buildings
and improvements of the country; as also other things convertible
into those metals, as the fruits of the earth, manufactures, or for-
eign commodities and stock of shipping. We hold to be riches, what
tends to make a people safe at home and considerable abroad, as do
fleets and naval stores. We shall yet go farther, and say that mari-
time knowledge, improvement in all kind of arts, and advancing in
military skill, as also wisdom, power and alliances, are to be put
into the scale when we weigh the strength and value of a nation. 22

We commonly count money and bullion riches, whereas they are
not riches in themselves, but the instruments and conveyances of
them .... The riches therefore of a man consist in the abundance

of those things that are in themselves useful to our delight or suste-
nance .... The riches of a nation consist in the plenty of those com-
modities which are most useful in human life, whose air is healthy,

whose soil is fruitful, whose people are diligent and ingenious, and
busied in manufactures, whose ports are open and free for com-
merce with the nations about it. This nation is rich, tho' it has not
in it an ounce of gold and silver .... 2a

The abuse or indefinite use of words, has in no one article of

_Mun, A discourse of trade _rom England [x6ax], x93o reprint, p. 49.
BPapillon, .4 treatise conce_i_ the East Imtia trade [x677], x696 reprint,

P.&
"Barbon, .4 discoc,rse conce_ coi_ the _¢ mone_ l;ghter, I696, p. _t.
mI)avmant, Discourses on the ln6bllck reemues [1t698], Works, I, 38I.
"[Joeelyn] An essay on money & lndlios, xTxS, p. Ix.
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human reasoning caused greater confusion in ideas, than the calling
wealth or riches by the name of money :--Riches, in respect to a
nation, are the universal plenty of all necessaries, as food, raiment,
houses, and furniture, provision for war, etc. Money, as gold or
silver coin, are properly the medium of exchange, but by its quan-
tity may become, and is an article of commerce itself; yet, where
it most abounds, as in Portugal, it makes but a small proportion of
the riches of that country, though the country itself is extremely
poor. And nothing is so erroneous, as to judge of the riches of a
country by the quantity of gold and silver in it. u4

Similar passages can occasionally be found in the works of even
the extreme mercantilists, but if they are examined in their con-

text it will generally be found that they justify including other
things than gold and silver as wealth only because gold and silver
can be obtained in exchange for them ;25 or defend the inclusion
of other things on less than parity with the precious metals, on
the ground that it cannot with certainty be assumed that these

other things can and will be sold abroad in exchange for bullion, u6
Identification of wealth with the precious metals, whether ex-

plicitly or as a tacit assumption underlying their reasoning, is to
be regarded, however, as an extreme phase of mercantilist doc-

trine, prominent in the literature, and contributing largely, no
doubt, to its hold on public opinion, but resorted to somewhat

_' [Robert Wallace] A view o/the internal policy o] Great Britain, r764, 13.a.
Similar definitions of wealth are to be found in: Gardner, Some reflections,

x696, pp. 6-7; Petty, Political Arlthntetick [x69o], The econor,uc u,raings o[
Sir William Petty, C. H. Hull ed., x899, I, 259 ; ibid., The political anatomy of
Ireland [1691l, Economic writings, I, I92; Bernard Mandeville, Fable of the
bees [x714], F. B. Kaye ed., 1924, I, t97, 3oi. (See also MandeviUe's own in-
dex,/b/d., I, 376, under "Nations : What the wealth of all nations consists in") ;
Berkeley, The querist [x735-37], in l,;,'orks, Fraser ed., I87I, III, 357, 4o2;
John Beliers, An essay for imploying the poor to profit, 1723, p. 6; [Robert
Wallace] Characteristics of the present political state o] Great Britain, 1758,
pp. I _3 ff-

*sE.g., Lewes Roberts, The treasure of tra_ike [x64x], McCulloch ed., ti aelect
collection of early English tracts on commerce, pp. 6o-65; John Cary, An essay
on the state of England in relation to its trade, I695, p. to; Erasmus Philil_,
An appeal to common sense, 172o, p. I8; ibid., The state o] the nation, 17a5,
P. 37; John London, Some conaideratio_ on the importance of the _olltn
rnanwlacture:, I74o, preface: "It requires no deep knowledge in trade to com-
prehend,that the riches of a nation must arise from the labor of its inhabit-
ants in working up such goods as it can vend to other nations for specie."

*'E-_, Thomas Manley, U_ry at _ per cent. examined, I669, p. 8; [William
Petyt] Brilann/a/a_cns [x68o], McCulloch ed., Early En_li_ tracts on cam-
,,terce, pp. 455-5(_
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apologetically by its faint-hearted adherents, and not present at
all, and even expressly repudiated, in the writings of a few of the
most enlightened mercantilists, whose enlightenment, however,
tended to take the form of an abandonment of some of the central

propositions of mercantilism. Some of the apparent identification
may have been purely terminological, although it must be repeated
that the ambiguity of terminology was closely associated, as both
cause and effect, with genuine confusion of thought. Much more
important in the writings of the abler mercantilists than the abso-
lute identification of wealth with gold and silver was the attribu-
tion to the precious metals of functions of such supreme impor-
tance to the nation's welfare as to make it seem proper to attach
to them a value to the commonwealth superior to that of other
commodities of equal exchange value. These functions, of which
different ones or combinations were stressed by different writers,
were to serve as state treasure, as private stores of wealth, as
capital, and as a circulating medium. In the following sections,
the mercantilist theories with respect to these functions of the
precious metals will be examined.

State Treasure as an Emergency Reserve._The mercantilist
argument for the importance of accumulating precious metals
which is logically most easily defended is that resting on the
value to the state of having a financial reserve on hand in liquid
form immediately available in case of emergency. When mone-
tary transactions had become the normal state of affairs, but
before public borrowing could be relied upon as a quick and
dependable source of funds, and before taxation had become a
regular source of revenue quickly responsive to changed fiscal
needs, there was much to be said for the accumulation of a state

treasure consisting of a stock of the precious metals. This was a
common practice in the medieval period, and it has had survivals
into modern times, notably in Prussia. It is an important ele-
ment in present-day monetary policy. The maintenance intact of a
state treasure required, however, the exercise by the monarch of
a certain degree of restraint in his expenditures, and the profligacy
of Henry VIII resulted in the dissipation of the treasure which
he had inherited from his predecessor, and the disappearance of
the institution as a phase of English state finance. Later monarchs,
without exception, relied upon borrowing and special taxation to
fmanee their wars. Even if a state treasure were maintained,
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moreover, it would call, not for an indefinite accumulation of the
precious metals, but only for an amount sufficient for the probable
needs. The requirements for the upbuilding of a state treasure
could not logically have served, therefore, as a sufficient basis for
the mercantilist insistence upon the urgent need of an indefinite
augmentation of the national stock of the precious metals No
state treasure, moreover, was in existence or projected during
the seventeenth century, and even the most loyal adherent of the
Stuarts could have had no great confidence in their ability to
restrain themselves from encroaching for current purposes upon
any state treasure which they might inherit or have bestowed
upon them. In fact there is little mention of state treasure in the
mercantilist literature, and its use as an argument for the impor-
tance of a favorable balance of trade is extremely rare. The com-
mon impression that it played an important part in English mer-
cantilist doctrine has no historical basis.

Even the few references to state treasure which do occur in the

literature of the period are not enthusiastic in tone. Sir Thomas
More refers to state treasure only to urge the need of subjecting
it to a maxinmm limit, to keep the king from becoming avaricious,
and so that "his people should not lack money, wherewith to main-
tain their daily occupying and chaffer. ''u_ Another early sixteenth-
century writer also recommends that the king should limit his
accumulation of treasure in due proportion to the amount of gold
and silver that was in the country or could be procured from
abroad in return for English commodities, as otherwise there
would be scarcity of money for the people and impairment of their
capacity to produce. 2s Mun discusses the desirability of a state
treasure more fully than any other mercantilist writer. He defends
the institution against unnamed critics, but seems to urge it more
as an inducement to frugality on the part of princes in dealing
with their ordinary revenues in times of plenty than as an emer-
gency reserve deliberately built up by special exactions or taxes.
He advises, very much along the same lines as the sixteenth-
century writers referred to above, that the prince should not add
to his treasure annually, in the form of gold and silver, more
than the amount of the year's excess of exports over imports,

= Utopia [zd ed. I556 ], A. W. Reed ed., I9_3, p. 44,
I "How to reform the realme" [ca. t535], in Pauli, Drei volkswirthschaftlicht

Denkschrilten, p. 6I.
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even if his revenues exceed his expenditures by more than that
amount, since otherwise he would draw into the treasure all the
money needed for trade and industry. He states that it is not
necessary, or even desirable, for all the state reserve to be ac-
cumulated in the form of a stock of the precious metals, for it
can better and more profitably be used to build ships of war, to
store up grain against periods of dearth, and to accumulate war
supplies, or lent to citizens for productive use. He writes :

• . . although treasure is said to be the sinews of the war, yet this
is so because it doth provide, unite and move the power of men,
victuals, and munition where and when the cause doth require; but
if these things be wanting in due time, what shall we then do with
our money ?29

Except for minor references to state treasure, 8° the only other
discussions of it that I have found in the literature of the period
are by John Houghton and Henry Home. Houghton, in the
course of a plea that Parliament vote Charles II whatever funds
he should ask for, deals with the possible objection that the king
might hoard the money. He argues that such a hoard would lend
prestige and power to the king in his dealings with foreign coun-
tries. He claims that Henry VII was the only English king who ;
accumulated a great hoard, and that no ill resulted to the country
in that case. He argues that by making money dear in England, ;
hoarding would lead to the import of further supplies of bullion
from abroad. But he concedes that hoarding would be the worst
use to which the king could put his revenue, except expenditure on
sinful purposes. 8t Home supports the maintenance of a state
treasure, but contingent upon the existence of wise and good :
government: "In the hands of a rapacious ministry, the greatest
treasure would not be long-lived: under the management of a
British ministry, it would vanish in the twinkling of an eye; and
do more mischief by augmenting money in circulation above what
is salutary, than formerly it did good by confining it within
moderate bounds." His chief reason for supporting a state treas-

England's treasureby forraigntrade [1664],Ashley ed., chaps,xvii, xviii.
"[John Hales].4 dlsco_se ot thecommonmeal [ISSz],ElizabethLamo_d

ed., IXIt3; Petty,A treatiseof taxes [I66a], Economicturiting$,I, 36; [Henry
Lloyd] _ln essay on the theory of money,x77t, p. t4 (where it is cmademned
as hoardingand thereforeinjuriousto industryandtrade).

mJohn Houghton,A callectiono_letters, x68x-S&II, txS.
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ure, moreover, would have seemed paradoxical to the ordinary
mercantilist. Its virtue was that it could absorb a redundancy of
currency, which otherwise would get into circulation, raise prices,
and thus hamper trade. Where there was no redundancy of cur-
rency, the accumulation of treasure, he held, would be prejudicial
to commerce. Its availability as a reserve in emergencies was ap-
parently a minor factor to him m

There are other passages in the mercantilist literature which
may have state treasure in mind, even though they do not ex-
plicitly refer to it. Such perhaps are the frequent references to
money as the "sinews of war," and especially to its importance
in diplomacy and in conducting war in foreign territory with
mercenary troops. But money procured through current taxation
or borrowing would serve as well, and the emphasis may therefore
be intended to be rather on the importance of plenty of gold and
silver within the country than specifically in the state treasure, s_
Many of these passages, moreover, seem to identify money with
the things which money can buy, and financial power with the
size of the stock of the precious metals. 34

u Henry Home, Lord Kames, Sketches o] the h:story o_ man, I774, I, 82 ft.
Such i_ exphcitly the argument in "Pohces to reduce this realme" [1549],

T.ED., III, 324; [J. Brlseoe] A discourse of money, 1696, pp. 27-29; and
Henry Home, loc c:t.

**As representative passages, the following may be cited
• . it is his [the king of Spain's] Indian gold that endangereth and dls-
turbeth all the nations of Europe; it purchaseth mtelhgence, creepeth into
counsels, and setteth bound loyalty at hberty in the greatest monarchies of
Europe--Sir Walter Raleigh, A Voyage lot the discovery of Guiana [1596],
in Works, 175I , II, 149
[Restriction of the export of bullion] concerns the safety and well-being of
the army, the keeping of treasure within the nation, for they and the army
are like a ship at sea, which must be well-provided with anchors and cables,
and victuals; money is to them all this, nay, everything--Thomas Violet,
Mysterzes and secrets of trade and mint-affairs, 1653, p. 35
. . . since the wealth of the Indies came to be discovered and dispersed
more and more, wars are managed by much treasure and httle fighting, and
therefore with httle hazard to the richer nation--Wilham Petyt, Br_tanma
/anguens [;68o], in MeCulloch ed., Early Enghsh tracts on commerce, p
293.
For, since the introduction of the new artillery of powder guns, &c., and
the discovery of the wealth of the Indies, &c, war is become rather an
expense of money than men, and success attends those that can most and
longest spend money: whence it is that princes' arm,es m Europe are be-
come more proportionable to their purses than to the number of their people,
so that it uncontrollably follows that a foreign trade managed to the best
advantage will make our nation so strong and rich, that '¢0emay ¢omn'ka.nd the
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The Precious Metals as a Store of Wealth.--The really im-
portant bases of the mercantilist belief in the desirability of the
indefinite accumulation of the precious metals still remain to be
dealt with. They divide the mercantilist writers into two fairly
distinct groups, holding different and, to a large extent, conflicting
views as to the important functions of the precious metals. The
first group attached great significance to the precious metals be-
cause they held saving or the accumulation of wealth as the chief
objective of economic actiyity and, failing to understand the na-
ture of the process of productive investment, believed that the
only, or the most practicable, form in which wealth could be
accumulated was in an increase in the national stock of the

precious metals.
The disparagement of consumption and the exaltation of fru-

gality and thrift were common doctrines of the period, not wholly
dependent upon economic reasoning but deriving much of their
vitality from moral and religious principles and class prejudices.
The Puritans disapproved of luxury and regarded thrift and sav-
ing as one of the major virtues on moral and theological, as well
as on economic, grounds. The landed gentry, on the other hand,
were typically not Puritans themselves either in their religion or
in their mode of life, but they tended to regard extravagance and
expensive display as the exclusive prerogatives of the hereditary
aristocracy, and thrift and frugality as the appropriate virtues of _+
the middle and lower classes. Eulogy of frugality and thrift and :
condemnation of luxury are common throughout the mercantilist
literature, ar.d only a few instances need be cited. Sir William
Temple praises the Dutch and, following a custom which seems
already to have become established at the beginning of the seven-
teenth century and to have persisted until late in the eighteenth,
sets them up as a model to be fol!owed by the English in economic
matters, because, among other virtues, "they furnish infinite
luxury, which they never practice, and traffic in pleasures, which
they never taste. ''35 Petty stresses saving above all other means of
acquiring wealth :

Bnt above all the particulars hitherto considered, that of superlu-

trade of the world, the riches of it, and consequently the world itself... --
James Whiston, A discourse of the decay of trade, x693, PP. 2-3.

m Obsertartions upon the United Provinces o] the Netherlands [I668], Works,
t754, I, 13x.
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oration ought chiefly to be taken in; for if a prince have never so
many subjects, and his country be never so good, yet if either through
sloth, or extravagant expenses, or oppression and injustice, what-
ever is gained shall be spent as fast as gotten, that state must be
accounted poor ; . . ._6

The emphasis on saving is shown also by the frequent exclusion
of consumable goods, or goods destined for consumption instead
of for accumulation, from "riches," the latter term being confined

to saved or accumulated goods. The following passages are repre-
sentative of such verbal usage:

The two great principles of riches are land and labor; . . . what-
ever they [i.e., the people] save of the effects of their labor, over
and above their consumption, is called riches .... 37

And this increase of wages is the greatest tax on the nation,
though the receiver is made no richer, only sprucer and lazier, as

• . . By what is consumed at home, one loseth only what another
gets, and the nation in general is not at all the richer; . . ?9

The notion that saving consisted of the piling-up of valuable
goods led naturally to an identification of saved wealth or "riches"
with stored-up goods of a special kind suitable for accumulation

and not capable of, or destined for, current consumption. Com-
modities of high value and of great durability and not liable to
loss af value through change of fashion would be specially suit-
able as the constituent items of stored-up wealth. The exaltation

of saving led in turn to the attachment of superior importance to
such commodities than to more perishable commodities and those
destined for current consumption. The precious metals met these
tests of suitability as stores of wealth better than any other com-
modities. Here is an important element in the explanation of the

u Political Arithmetick [x69o], Economic _ritintTs, I, 254- The etymological
aff_ty of "superlucration," which means, of course, saving, to the piling-up of
money, has bearing on the argument which I make here that for many of the
mercantilists that was what saving meant. The etymological relationships be-
tween the terms _ed with saving and those signifying money are much
closer in French than in English. See Charles Rist, "Quelques d_ttions de
l'_pargne," Revue d'ieonomie politique, XXXV (t92x), 734 ft.

_[Thomas Sheridan] A discourse on the rise muf power o[ parliaments
[x677], reprint by Saxe Bannister, in Some revelatio_ in Irish history, x87o,
pp. I82-83.

mRichard Law,m-_ce,The interest of Ireland in its trade and wealth stated,

i x68z, Part I, p. 28.
mDavenant, "An essay on the East-India trade" [x6961, Works, I, xo2.
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importance attributed to gold and silver by the mercantilists. There
follow a few quotations, illustrating the attachment of superior
importance to the precious metals than to other commodities be-
cause of their greater suitability as stores of wealth:

Also they [i.e., foreign merchants] bear the gold out of this land
And soak the thrift away out of our hand;
As the waffore sucketh honey from the bee,
So minceth our commodity. 4°

. . . gold and silver are.., the most necessary and lasting instru-
ments to procure all things that are, or shall be found useful, or
any ways serviceable to mankind, being portable and durable, when
most other goods are burthensome, subject to perish and decay ....
Silver and gold being preferable to house and land, and the only in-
struments that have increased and improved trade. 41

The great and ultimate effect of trade is not wealth at large, but
particularly abundance of silver, gold, and jewels, which are not
perishable, nor so mutable as other commodities, but are wealth at
all times, and all places: whereas abundance of wine, corn, fowls,
flesh, etc., are riches but hic &nunc, so as the raising of such com-
modities, and the following of such trade, which does store the coun-
try with gold, silver, jewels, etc., is profitable before others. _

All other commodities end with the consumer, but money still
lives, and the more hands it runs through the better; so that in a
sense the use doth not destroy it, as it cloth other commodities, but
leaves it as it were immortal. 's

Gold and silver, for many reasons, are the fittest metals hitherto
known for hoarding: they are durable; convertible without damage
into any form; of great value in proportion to their bulk; and being

•oThe libelle of Englyshe polyce [ms. I436] Sir George Warner ed., x9_5,
p. 2t. °'Waffore"= predatorywasp; "mincethour commodity"= diminishesour
resources.This passageis cited here as apparentlyan instanceof the identifica-
tionof thriftwith theaccumulationof the precious metals.

,t ThomasHoughton,The alteratimtof the co3m,with a feasiblemetJwd to
do it, I695,pp.5, x_

a Petty, Politicalarithmetick [x69o], in Ecmwm/c te_iting$,I, 259-6o.In a
recentlypublishedPetty manuscript,accunmlatiouof gold, silver, and precious
stelaesis statedto be the bestmodeof saving,becausethey are durableand are
not dependenton time and place for their value, but are "morally speaking
perpetualanduniversalwealth."--ThePetty papers,Marquisof Lausdowneed.,
19a7,I,214.

mHugh Clmmbcrlain,,4 co//tct/on of som_ paper,, 1696, p. 9. The store
of wealthand the circulationtuactiomof moneyare here brougtrtinto combi-
nation.Chamberlainremarkedthat monetwas morethantenfoldas important
as othercommodities,_ta_, of thesame exchangevalue. (lb/d.)
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the money of the world, they are the readiest exchange for all things,
and what most readily and surely command all kinds of service_.4.

As gold is a treasure, because it decays not in keeping . . . no
other metals are a treasure, because they either decay in keeping, or
are in too great plenty._s

If the only possible or practicable means of saving is by the
accumulation of a hoard of the precious metals, it becomes obvious
that the accumulated wealth of a country is limited to its stock
of the precious metals and can increase only through an increase
in the latter. If that country is without gold or silver mines, it
can therefore add to its saved wealth only through a favorable
balance of trade tmyable in bullion. Reasoning such as this ex-
plains--and exposes---the balance-of-trade theories of an impor-
tant and numerous group of the English mercantilist writers.
There follow several representative passages in which the ideas
of riches as saved wealth, of saving as the piling-up of the
precious metals, and therefore of a favorable balance of trade as
necessary for an increase of riches, are stated or dearly implied:

•.. no trades carried on by the exportation of [our] own products
and manufactures, or those from our plantations, though what
brought hack in return be all perishable commodities, can diminish
our riches, for all such goods of ours (unless some objection be
made as to tin and lead) would have perished by time, if had been
kept here; hut a great distinction ought to be made, between trades
carried on by the exportation of our products, and trades carried on
by the exportation of our bullion, to purchase perishable commodi-
ties, because in such case we exchange what is durable, and most
useful, for what cannot long do us any service._

That silks, woolen goods, wines, etc., may be esteemed riches be-
tween man and man, because may be converted into gold and silver,
yet do not deserve to be esteemed the riches of the nation, till by ex-
portation to foreign countries are converted into gold and silver, and
that brought hither, because are subject to corruption, and in a short
course of years will consume to nothing, and then of no value.47

Now it falls out in the natural course of things, that whilst men

"Joseph Harris,A,t e,rao_,,,p_ _,u_3, _ co/ns,Part I (x757), 99.
aAn intluiryconcer_ingthe trade, commerce,and poli¢_ o_Jamaica, I759,

PP.2-3.
alPollexfen] E_land and East-India i_conai_enti# their manufactures,x697,

P.49.
" Ibid., p. 7.
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are employed in searching after the necessaries of life, they find
riches : for the earth is grateful, and repays their labor, not only with
enough, but with abundance; and out of the plenty of these ma-
terials, plenty of things are formed to supply the wants of mankind.
Now the more of these things any nation has, the more comfortably
the people live; and whatever they have of them more than they
consume, the surplus is the riches of that nation, I mean, the in-
trinsic riches of it. This surplus is sent to other nations . . . and is
there exchanged or sold; and this is the trade of a nation. If the
nation, to which it is sent, cannot give goods in exchange to the
same value, they must pay for the remainder in money, which is
the balance of trade; and the nation that hath that balance in their
favor, must increase in wealth; for this is the only way to bring
money into any nation, that has no natural fund of it in mines in
its own bowels ; and the only way to keep it in any nation that has. 4a

The doctrine of thrift also led to emphasis on the importance
of a favorable balance of trade through another chain of reason-
ing. Throughout the mercantilist period, the imports into England
consisted largely of expensive luxuries and conveniences which
contributed more to the pleasures and comforts of life than to the
dull but virtuous process of enrichment through thrift. Also if
Englishmen were sparing in their consmnpfion of even domestic
goods, there would result, it was claimed, either unemployment
or the #ling-up of unsold and perishable coim_,odities, unless the
surplus stocks of domestic goods were exported abroad. Small
imports and large exports were therefore a necessary adjunct of
thrift and enridunent. These views were widely prevalent, and
they are sufficiently ilktstrated by passages cited in other con-
nectiotm

Protests ag_;mt the importation of "apes and peacocks," "toys
and bantU" teem" throughom the _list period and were
at_ common in the si,_mth century Thus Starkey makes
cm of the pm/ciimm in his dialogue reproach as "in-occupied"
*'all sw-_h merchants which.., bring in . . . vain trifles amt

ca_y for the focg:ish pa_3me and pleasure of ma_" at-
ttmugh h/s adversary does say s0me_ing ia d_mse of the joys
of life. _

"[W'dllam Hay] Remar/_ 01,t/re/m_ re/m_g _ t41e/gvor[zT_ ad (_
ed_,x75x,1_P._, at.

ThomasStarkey,Englm_rlis tk _ o_ Ki_ Hem_j tke _ _ c_
zS_], _ _ Text _ W_t, _x, pp.8o,8L ¢_ _,_ "_
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Money as Invested Capital. With only a few exceptions,
the mercantilists either identified or failed clearly to distinguish
between money, on the one hand, and capital or "stock" employed
by its owner or lent out at interest, on the other. They always
wrote of direct employment of capital and of loans at interest in
monetary terms, and as a rule they showed no signs that they had
penetrated in their analysis beneath the monetary surface. Ver-
bally, at least, they identified money with capital; much of their
argument can be explained only if they regarded money and capi-
tal as identical in fact as well as in name. This is most clearly
brought out in the important doctrines of the period : that interest
was paid for the use of money, that the rate of interest depended
on the quantity of money, and that high interest rates were proof
of the scarcity of money, doctrines which were questioned by
very few writerg before Hume. 5° Several passages illustrating the
common confusion of money with capital follow:

That by the plenty of money [resulting from raising the nominal
value of English coin and thus keeping it from being exported] the
price of usury may of course decrease and the price of lands be im-
proved.51

It is an infallible sign that money abounds, and is plentiful, when
the interest thereof is love, for interest or forbearance is the price
of money.... s,

Now, I think, the natural interest of money is raised two ways:
first, when the money of a country is but little, in proportion to the
debts of the inhabitants, one amongst another.... Secondly, that,
which constantly raises the natural interest of money, is, when money
is little, in proportion to the trade of a country. For in trade every-
body calls for money, according as he wants it, and this dispropor-
tion is always felt. For, if Englishmen owed in all but one million,
and there were a tmllion of money in England, the money would be
well enough proportioned to the debts: but, if two millions were
necessary to carry on the trade, there would be a million wanting,
and the price of money would be raised, as it is of any other com-

. . . on the exchanges" [x564], T.E.D., III, 353; "Memorandumby Cecil on
the exporttrade ha cloth and wool" [I564?], TED., II, 45.

"See /_ra, p. S_
ajolm Gilbert,a mint off_al, in I625, quotedby W. A. Shaw,Select tracts

•.. ilt_OWiw o! EsOlif,i rM.,_a_ history, I896,p. 7.
"_ Paterson] tl brief accoant of the intended Bank of England

[I_41, relnemledha Saffi__eBannister,Tke loritings of William Paterson,2d ed.,
:_ lll,$r,
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modity in a market, where the merchandise will not serve half the
customers, and there are two buyers for one seller, u

This confusion of money with capital contributed directly to

the attachment of great importance to the size of the national
stock of money, and indirectly to emphasis on the importance of
a favorable balance of trade as the only way in which that stock
could be increased.

The Analogy from Personal F'mance.--All the variants of
the mercantilist doctrine which rest on an identification of money

with wealth, or with accumulated and stored wealth, or with loan-

able capital, found support for their position in a superficially
plausible analogy with personal finance which with unimportant
modifications recurs repeatedly in the mercantilist literature from
the earliest to the latest writers, and is frequently supported by
citations from classical writers. Two early statements of the

analogy follow :

• . . we must always take heed that we buy no more of strangers
than we sell them; (for so we should empoverish ourselves and en-
rich them). For he were no good husband that hath no other yearly
revenues but of husbandry to live on, that will buy more in the
market than he selleth again. _a

The ordinary means therefore to increase our wealth and treasure
is by foreign trade, wherein we must ever observe this rule; to sell
more to strangers yearly than we consume of theirs in value ....
By this order duly kept in our trading, we may rest assured that
the kingdom shall he enrichedyearly two hundred thousand pounds,
which must he brought to us in so much treasure; because that part
of our stock which is not returned to us in warP_ must necessarily
be brought home in treasure.

For in this case it cometh to pass in the stock of a kingdom, as
in the estate of a private man ; who is supposed to have one thousand

pounds yearly revenue and two tL_d pounds of ready money in

"John Locke, Some e_..ideratie_.s [,69I], in Wod_, 1823 ed., V. 9-m.
For additional statemems to the same effect, see: lmterest ot _ mistake,,.

_6r_, _ 14, ,8; John A_41L on Sa_-r_ _ _ D_], H_mder
ed., _9o6, _ _ t_.; [J. BHscoe] ,4 d_cowrx of ,_,ey, I_6, p. ax: JaNe,

p. _8; WiIrum, Wood, A _ of trade, r./_8, p. _S; A k.uer to _...
C_ of Tra_ and _o _ t_ gra_ c¢_*_e_ of

"[Hales] A _o_ of t_ ¢omu_ _ [_sS_], _ _ _,
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his chest. If such a man through excess shall spend one thousand five
hundred pounds per annum, all his ready money will be gone in
four years; and in the like time his said money will be doubled if
he take a frugal course to spend but five hundred pounds per annum,
which rule never faileth likewise in the Commonwealth....us

There was little contemporary criticism of this analogy, obvious
though its s_ortcomings seem to be both as an analogy and as an
interpretation of personal finance. Papillon pointed out that it was
foolish for a person managing a farm to buy less than he sells

in order to accumulate a stock of money? e Barbon tried to meet
it by the argument that although the "stock" of a person is finite,
and therefore exhaustible, that of a country is infinite, and "what
is infinite can neither receive addition by parsimony nor suffer

diminution by pr_ligality. ''aT Mandeville conceded that frugality
or "saving" was the most certain method to increase an estate,
but he denied, on "make-work" grounds, that this also held true
for a nation, as Hume pointed out, on quantity theory of money
grounds, that while an individual would be richer if he had more

money, the same would not hold for a country, us

More Money in Order to Have Higher Prices.uIn the
modern literature on mercantilism, the desire of the mercantilists

for more money is sometimes explained as largely due to a pre-
vailing desire for higher prices, and the apologists find economic
justification for such a desire in the circumstances which they

mThom_ Mtm, E_/mu_ trea_re by lorra/_ trade [x664], Ashley ed., pp.
7-8. For additional instances af'the use of this analogy, see "Considerations_r
the restraynte of transportinge gould out of the realme" [ms. reign of Eliza-
beth], in Seha_, _. dr., iI, 649; "Debate in House of Commons on subsi-
dies" [1593], T._.D., II, _u_; Miuelden, Freetrade, _1 ed., x6_, pp. IZ-X3;
s_id.,The circleotcommt_cc,1623,p.13o;SamuelLamb,Seasonalobserva-
tie_ [1659], in Seiners" tracts, _d ed., VI, 465; Temple, Obs_ upem the
Un/t_ Prec, [v_S], in Worta, L x3o; Locke, Some cos_tratiosa [1691],
in Wor/_$_V, 19 fL, 72; Davenant, As e.tmy upos ways a,ui mea_ [I695],
in Wor&r, t, z3; IS. Clement] A discourse of the geKeral sotio_ O_ m4mey,
trade od e_m_e_, _ p. xl; PoP.cxf_ ,4 d/scowr*e of tnde, co_, amd
l,a/_r credit,x697, 1_ 80 ft.; Steuart, Pri_t,_, of politicala_co_, x767,

e_,I,_o.
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allege then prevailed, for example, the necessity for increase in
the national stock of money if the period of transition from a
barter to a money economy were not to be accompanied by the
evils of falling prices. But even in the literature of the early
seventeenth century, barter is already referred to as a system
characteristic of a primitive economy from which England had
long since emerged. From early in the sixteenth century to late in
the eighteenth, the general trend of English commodity prices was
decidedly upward rather than downward, although the economic
historians do seem to be agreed that there were intervals of some
length during which prices were falling. But throughout the period
the complaints of scarcity of money were unintermittent. I can
find in any case very few mercantilists who wanted higher prices
and wanted more money as a means of obtaining a higher price
level. For such to have been the case, recognition of the depend-
ence of prices on the quantity of money would have been neces-
sary, and many mercantilists showed no trace of such recognition,
while others denied the existence of any such relationship between
the quantity of money aftd the price level. 6° Some mercantilists,
moreover, who shared in the general desire for more money, com-
plained of high prices and wanted lower instead of higher prices.
To them high prices were an evil which they did not associate
with the quantity of money, or which they thought could be reme-
died by more money, or which created a need for more money if
trade was to be carried on and the poor were to be able to buy
the necessaries of life. Two typical complaints that prices were
too high, made by writers who nevertheless were anxious that
England have a favorable balance of trade in order that bullion
should flow in, are cited below :

•.. the high price of all things is not only the greatest matter that
the peo#e grudge at; and one of the principal occasions of poverty
and famine; but also the chiefest cause that the king's majesty can-
not without expense of wonderful great sums of mm_ malngain
his wars against his enemies .... el

• . , chJ.__ wares clo increase trade, and dear wares do not only
cause their less con._ but also decline the merdm_'s trade,
impove#.sh the Kingdom of treasure, lessen his Majesty's customs

" See_.a, t_ 4oft.
-"Ptii_ to _ this mtttm o_ _ [xSOL T.B,O., IIL Sty.
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and imposts, and abate the manufactures and employments of the

poor in shipping, clothing, and the like ....

There were very few price inflationists among the English mer-

cantilists, and even the advocates of paper money did not want

higher prices. Many mercantilists claimed that if their projects

were adopted land values would rise, but such claims were made

in order to win the support or weaken the opposition of the landed
classes to their proposals. In any case, they were usually based on
the argument that more money meant lower interest rates, and
lower interest rates meant higher land values, or on the argument
that more money meant more trade and therefore a readier sale
for agricultural products, or more production and therefore
greater exports, and rarely made specific reference to higher com-
modity prices. Some mercantilists argued, on what would now
be called "terms-of-trade" considerations, that it was desirable that
export prices should be high and import prices low. _s But one of
these writers said that it did not matter what domestic prices
were, et and others argued that even with respect to exports low

mDecay of Trade. A treatise agam,rt the abating oF interest, x64I, p. 9-
For fiarther re_erences to high prices as an evil, see "How to reforme the
realme" [ca. x535], in Pauli, op. cir, p. 64; Henry Brinklow, The complaynt
of Raderyck Mors [ms. ca. x542], Early English Text Society, I874, pp. 49-
50; Thomas Wilson, .4 discourse upon ttsury [x572l, Tawney ed., pp. 258, 284,
312, 356; Thomas Milles, The cm_tomers replie, I6o4, p. x3; Malynes, The
center o_ the circle o_ commerce, I623, preface; Mun, England's treasure b.v
]orraign trade [I664], Ashley ed, p. 24; A. V[ickaris], An esaay _or regldating
of the coyn, 1696, pp. _3-24; An essa3_ to,wards carrying on the present war
against France [ca. 1697], in The Harleian miscellany, X (xSlo), 38o; Vander-
lint, Mone_ anmeers all things [I734] , Hollander ed., 19x4, pp. I6, 95; Steuart,
Princifles of political a_conomy, I767, I, 423.

Rice Vaughan, in A discourse of coin and coinage, x675, pp. 68 ft. and chap.
xi, concedes that prices had risen in England, but wants rc_e money neverthe*
less, became the quantity of money had not increased in as great a proportion
as prices and the rise in prices had therefore caused _r.arcity of money. Van-
derlint (o/_. c/t., 1_. z5 ft.), who _ about scarcity of money, spoke of

an increase in the _pply of money or a lowering of prices as alternative reme-
dies.

_E4_., Malym_ A treat/ae o/the caaker [i6ox], T.E.D., III, 389; Locke,
Some cmtmk, ralSmur [t69t], Wovka, xoth ed., V. 5o; Thomas Houghton, The
alteraaesd ate co-y_,t69S, t_.44.

"F_, _ _ a,u¢ _hru_,sent [x663], Hollander ect, I907,
P- 29: _. ,. for wttat the _ of any thing is amongst our selves, whether
dear or ehe_ it matters not; for as we Pay, so we receive, and the country
is _ _by it; bnt the art is when we deal with strangers, to sell
dearaad_ bey cheap;aadthiswiU increaseour wealtt_"
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prices were desirable if, or because, high prices would mean a
small volume of sales. _sI have found very few mercantilist writers
who unambiguously expressed a desire for higher prices in gen-
eral, ee although there were probably many mercantilists who
would not have regarded higher prices as an evil if accompanied
by at least an equal increase in money, stocks or incomes. Such
seems to have been Misselden's position in his answer to the pos-
sible objection, against his proposal to raise the denomination of
English coin, that it would result in an increase in commodity
prices :

And for the dearness of things, which the raising of money
bringeth with it, that will be abundantly recompensed unto all in the
plenty of money, and quickening of trade in every man's hand. And
that which is equal to all, when he that buys dear shall sell dear,
cannot be said to be injurious unto any. And it is much better for
the kingdom, to have things dear with plenty of money, whereby men
may live in their several callings, than to have things cheap with
want of money, which now makes every man complain,ev

More Money in Circulation Means More Trade.mMany
of the mercantilists, some of whom also used the arguments al-
ready discussed, wanted more money because they regarded
money, not merely as a passive medium of exchange, but as a
force acting through its circulation from hand to hand as an
active stimulus to trade. An increased arr_t o_ money in cir-
culation, they believed, meant (or caused) an increased volume

SF_., Robinson,E.almtdz safety;/s tradese,_.,,a_, x64I, pp.55-56; Sam-
uel Lamb,Sca.unmlobse_atioMs[s6_], in Somers"tracts, 2d ed., VI, 464;
[JolmBrowne]An essayo_ trade/_ genera/, xTa8,p. 3x; [M_dmay]The/a_
a_ policyof Engl_mdrelattaO to trade, x76S,p.6z

m[Petyt] Br/ta_/a _ [168o], McCulloched_ pp. a83, _9o; Thomas
H6.i_hton,The air--los of the coyn, 1695,p. 43; Browne,_qme_ey on trade
i. gnu,_, _7"J8,p. _8; RobertWallace,C_mr_t_,c,d t_ presest politiml
state of Great Brita&, I758, p. 35; ArthurYom_, PoF_'al Arithmetic, x774,
Pp.Y&_.

wFret trade, 16az,pp. I06-07.Misseldenadvocatedthat landlordsand creW-
tars stmeldbe protectedfrom 1o, by a _ that contracts made before
the nfi_4g of the _ slmaldbe paid at the valm of _ae _ _fl_
whenthecontractswere made.(lt_d.) Thom_ thaley (U_ _a_ _ ¢_.

_ 67) borrowssome o_ehe above,without_. I__hd_
(Mevca_/m,_;_5,II,_ • )_mdsanm_ widm-_nee _ _hedes_e_

batdoraweak_my _ thatIam t_.



English Theories of Foreign Trade, before Adam Smith 37

of trade, and since men would produce only what they could sell
a quickening of trade meant an increase of production and there-
fore a wealthier country. Here, it should be noted, money is val-
ued as an instrument or stimulus of trade rather than for its own
sake. The writers who stressed "circulation" as the valuable serv-

ice of money often shifted, however, from the concept of money
circulating as a medium of exchange to money passing from the
hands of a lender to those of a borrower, and rarely distinguished
dearly between them. The underlying reasoning is often pre-
sented in the form of analogies, especially with the circulation of
the blood, which William Harvey had discovered not long be-
fore. _

Stress on the importance of an abundance of money in cir-
culation if trade was to flourish is already to be found in very
early writers, e* The most elaborate expositions of the "circula-
tion" argument were mgde by William Potter _° and John Law. 7t
Potter's argument seems to reduce to this :The wealth of a country
is equal to the value of the goods of all sorts therein, money being
valuable only as it serves to bring about the production of more
goods. TMThe more money men have, the more they spend and the

m"By the meansof whichmeasures[i.e., the reduction,by "concoction"of
all commoditieswhichare not in'anediatelyconsumed,to money],all commodi-
ties, moveableandimmoveable,aremadeto accompanya man,to all placesof
hisresort,withinandwithoettheplaceo( hisordinaryresidence;andthe same
l_seth fromman to man, within the commonwealth;and goes roundabout,
nourishing(as it passeth) everypartthereof;in so muchas this concoctionis
as it werethe unguificationof the conmmnwealth;for naturalbloodis in like
mannermadeof thefruitsof theearth;andcirculating,nouri_hethby the way,
everymemberof thebodyof mau."--_ Hobi_, _ [x6$x],Every-
man'sLibraryed.,p. x33.

"And as moneyis the sinewof war,so dothit apgearto he the life of trade,
all commoditietbeingvaluedby it, andin bothas ruefulin the bodypoliticas
blcodin theveins ol thebodynatural,d_persingitse_ andgiving llfe andmo-
tion to everypart _ ..." (SamuelLamb,S_ Obse.rz_i4_tl[t659],
in Sosu_ tb_et=,_! ed, VI, ,05&)

_. al_ BermrdoDa__,,;___',A _om,_ _ _ [I_S], tr-_ by
JohnTola_ =696,pp. =8-=9;Otwa co_a a b,4to, =667,p. ==; P_ Haines,

tt; _, T_ _ [x_-_], in Wor_, Fraxr ed., =87=,III, m_-
"CL Sir _ Mere, tt_ list6], & W. Reed_ zgz_,p. 44.

'=Mm,_ =,_,=r+, _ [tTeS], xT_
_*C_.Berkeley, T'm_qm_t, Works, III_ _: _ the lmblic is not

meeehemfimt bya _ that_-_-.___te_th_ a _ that lies deadY; John
Smith, 0_,',_ r=_._=_,_,_"rc_,or _. o/m_o/,=;ml_,I, 4=4:
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faster they spend it. If men acquire more money and spend it as
fast as they receive it, the sales of merchants and manufacturers
will increase proportionately. If they seU five times as much in
money value, they will produce five times as much, and even
more, in physical quantities, since they can afford to charge lower
prices on the greater volume of sales. TM

• . . in reference to a commonwealth, or any society of men, the
greater quantity there is amongst them, of money, credit, or that
which is taken by them for commodities, the more commodity they
sell, that is, the greater is their trade. For whatsoever is taken
amongst men for commodity, though it were ten times more than
now it is, yet if it be one way or other laid out by each man, as fast
as he receives it, it must needs come to pass, that (resting nowhere)
it cloth occasion a quickness in the revolution of commodity from
hand to hand, that is trade, proportionable to the greatness of its
quantity. 74

John Law's argument is essentially the same, although stated
more conservatively35 The most enthusiastic advocates of the
circulation argument, Potter and Law included, were advocates
of paper money. But if paper money were accepted as of equal
value to metallic money, the great reason for desiring a favorable
balance of trade, that it results in an inflow of bullion, should
lose its force. Such in fact was the case with some of them, as
the following extracts show:

•.. for whether a nation have any silver amongst them or no, yet
if they can trade as well without it, what need they care ? for their
estates in vendible commodities (and consequently their credit) is
of as real value as if it were in money.76

Whatsoever quantity of credit shall be raised in this _ will
be as good, and of as much use, as if there were so much money

"And nmtmyiL_elfis not prt_erlyriches, i_e, it is not servlceableto a com-
mamity,but as it is circulattd."

q"Ke_3o] tt_d#/t,pp. _-_
*_lb/d_ Ix7. Potter latermakeshis la'_ evenstrot_er: increasemoney

and '_mth trading and riches will increase amongst them, much more than
_hle to such imreaseof marcy, and that with0ut imreasi_ the ta-ice
of commodity,as I shall prove in plact ¢onvenie_' (//_L, p. 1o, incorrectly
paged6). This, he explains,is due to the fact that when mea have little mmey
the_ trod to keep it, butwhea _ have much,th_ make it ".,_" much
moretapi_ (/_g, p. xO.

wWilttt_.mPrater, Ko, #/ram/fit, t_ ¢_.
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in specie added to the present stock of the nation... 'tis more pru-
dent and advantageous to a nation, to have the common standard
or medium of their trade within their power, and to arise from their
native product, than to be at the mercy of a foreign prince for his
gold and silver, which he may at pleasure behold.... Credit can
neither be hoarded up, nor transported to the nation's disadvantage;
which consequently frees us from the care and necessity of making
laws to prevent exportation of bullion or coin, being always able to
command a credit of our own, . . . as useful, and as much as shall be
necessary.77

The only necessity of a foreign trade for England is because we
make a foreign commodity (gold and silver) the standard of all
ours, and the only medium of commerce, which (as long as it con-
tinues so) if we want, all trades must cease; but if we can find out
another and safer medium of exchange (as this credit) appropriated
to the place where we live and not subject to such obstruction as
the other, why should we not readily embrace it ?Ts

And if the proprietors of the bank can circulate their fundation of
twelve hundred thousand pounds, without having more than two or
three hundred thousand pounds lying dead at one time with another,
this bank will be in effect, as nine hundred thousand pounds, or a
million of fresh money, brought into the nation....

Whether in any one year half a million is brought into a com-
mercial country by trade, or issued out by banks, in notes, upon
good security, it will serve for the same purposes,s°

Some advocates of paper money made little or no reference to
the balance of trade or to trade policy in their tracts. This free-
dom from the prevailing obsession with the state of the balance
of trade may have been due to a loss of interest in a policy of
securing laboriously through the complicated regulation of trade
the "n_cease' of money which could be soured more' quickly, with
greater certainty, ,and with less effort, by means of the printing
press. But some of the advocates of paper money displayed loyalty
to the current belief in the imImrtance of a favorable balance of

" _ts _o_,:t or t_ _t beirut to trade by _k: or o_es of credit,

"$_mwl obie,'_o_ _ _ _ :_ o_t ot eredlf, t_y a_-

_*[Wali,mPat_rm_.4_ _zc_mm_ t_ _ _ of 1_ [t_l,
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trade, either because of blind acceptance of traditional doctrine,
or on the basis of the store of wealth argument or the analogy
from personal finance that one should buy less than one sells, and
these writers claimed that an increase of paper money would not
drive bullion out of the country, but on the contrary would make
the balance of trade more favorable through its beneficial effect
on production and trade? t

The Quantity Theory of Money.--Those mercantilists who
sought an increase in the supply of money because they wanted
more circulation or more invested capital clearly wanted genuine
physical increases in trade or capital and not merely nominal in-
creases in terms of a depreciated monetary unit. Their doctrines,
therefore, would seem to come into sharp conflict with any theory
of the value of money which makes it vary inversely with its quan-
tity, whether proportionately or not. u Only for those mercantilists
who wanted an increase of money for use as hoards or stores
of wealth would acceptance of a quantity theory of money involve
no problem of reconciliation. Many of the mercantilist writers
gave no evidence of recognition of the dependence of the value of
money upon its quantity. A few of them, in fact, wanted more
money as a care for the evils resulting from high prices. But,
although Locke is sometimes credited with the first dear English
formulation of the quantity theory, many of the _ntilists,
from the beginning of the seventeenth century on, _d present, in
one connection or another, some simple version of the quantity
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theory, _ although in most cases they failed to incorporate it as
an integral part of their foreign-trade doctrine and failed also to
show any concern about its consistency with the rest of their doc-
trine. There follow quotations from writings antedating Locke
by some forty to ninety years which present some form of quan-
tity theory of the value of money:

• . . plenty of money maketh generally things dear, and scardty
of money maketh likewise generaUy things good cheap. Whereas
things particularly are also dear or good cheap according to plenty
or scarcity of the things themselves, or the use of them. st

• . . even as plenty of money maketh things dear, and scarcity of
money maketh things good cheap: even so plenty or scarcity of
commodities maketh the price thereof to rise and fall according to
their use more or less. _

It is a common'saying, that plenty or scarcity of money makes all
things dear or good or cheap .... x

Gold and silver . . . in the intrinsic.., are commodities, valuing
each other according to the plenty or scarcity; and so all other com-
modities by them; and that is the sole power of trade,sT

• . . money through want or plenty raises or diminishes the price
of all things .... _'

• . . in those countries where monies are scarce, there the lands
and native wares are cheap, so likewise where money doth abound,
therethe lands and wares are dear;...so

"L W. A_gell, T/_ t/_o_ d/_e_at/o_/_/ces, ,9a6, pp. *3, _S, ,8, etc.,
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Several mercantilists faced squarely the apparent conflict be-
tween the quantity theory of money and their doctrines and
attempted to meet the issue either by arguing that they could
be reconciled or by denying the truth of the quantity theoryY °
Apparently the first of these was William Potter, who has not
received the attention which he deserves in this connection? z

Potter, as has been shown, 8_claimed that an increase of money
in circulation would result in an even more than proportionate
increase in trade and production, or in goods in circulation. In
order to refute it, he states a quantity theory of money in its
simplest one-sided form :

If then, in opposition to what is thus undertaken to be proved, it
should be objected, that an increase of money would occasion an
increase in the price of commodities, proportionable to such increase
of money, (that is, if the money were twice as much, commodity
would be twice as dear) consequently (going never the further in
commodity by the increase thereof) would not occasion any increase
in the sale of commodity: therefore not any increase of trade; and
yet (by causing the price of commodities to rise) incur an incon-
venience, contrary to what is before aflirmed,ss

His answer is elaborate and not always intelligible. He assumes
the basis of the theory of money he is attacking to be that an
increase of money increases prices by increasing the (physical?)
volume of sales (by increasing the demand for commodities?).
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He replies that if, when money is doubled, the prices of com-
modities are also doubled, there will be no increase in the (physi-
cal?) amount of sales. The theory therefore involves a contra-
diction? 4 He then attempts to meet it by another line of
reasoning. Quick trade permits of a small profit, and therefore
a lower price. Quick sales enable artisans and others to produce
more quickly, and if they sell more they can afford to charge a
lower price. The increase in the amount of commodities resulting
from the stimulus to trade of an increase in money, instead of
raising prices, will therefore lower them. Prices will rise only
if the increase in commodities is proportionately less than the
increase in money, which is not likely to be the case. But even if
prices should rise somewhat, it is better to have an abundance of
comforts, though dear, than a smaller amount thereof, though
never so cheap? 6

Another advocate of paper money, John Asgill, denied the
truth of the quantity theory of money on different and exceed-
ingly slender grounds: an increase in money would lower the rate
of interest and therefore raise land values, but not the prices of
commodities in general, because "the price of corn and cattle
don't rise and fall with the interest of money. ''_ John Law at-
tacked it, partly by arguments closely resembling those of Potter,
partly on reasoning peculiarly his own. The stimulus to trade
and industry resulting from an increase in money would result
in an increase in commodities. Because money would be easier
to borrow, merchants would be able to increase the extent of their

operations and to sell at lower rates of profit, and therefore the
value of the money would not fall, i.e., prices would not rise.°_
Money falls in value only when given to a people in greater
quantity than there is demand for; if the money is issued only
as there is demand for it, its value will not depreciate, "the
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quantity and demand increasing and decreasing together. ''gs Law
concedes that if the quantity of money in any particular country
"should increase beyond the proportion that country bears to
Europe," prices would rise there, but the Hse of prices would
spread elsewhere, so that the value of money would become the
same, or about the same, everywhere. The courrtry which had
acquired the increase of money would profit greatly thereby, "for
that country would have the whole benefit of the greater quantity,
and only bear a share of the lesser value, according to the pro-
portion its money had to the money of Europe. "99 What would
make the prices rise elsewhere, he does not explain.

Another writer, James Hodges, who complained of scarcity of
money, wanted plate called in and coined and the monetary value
of the English standard coin raised as a remedy for this scarcity.
He claimed that these measures would result in higher prices
only after they resulted in an increase in the number of coins
in circulation. The effect on prices would therefore be gradual,
and meanwhile there would be a stimulus to trade. After a short

time the value of the coin could he gradually lowered, and the
surplus bullion returned to be made into plate again if its owners
so desired. His argument is interesting as an anticipation of
Hume's doctrine that r/s/ng prices are a stimulus to trade, and
for its endeavor to find a method of obtaining this stimulus with-
out involving a permanent increase in the price level. The diffi-
culty with the scheme, granting its logic, is, of course, that the
period of stimulus would he followed by a period of at least
corresponding depression. 1°0

Both Potter and Law claimed that an increase of (paper)
money would make the balance of trade more favorable and
would lead to an inflow of bullion. Potter argued that the bene-
ficial effects of _an increased quantity of money would enable

mJohn law, ep. c/t., pp. ff_5-73,m'x. Thisargumentis an anticipationof the
doctrineof the _-_n_y "banki_ _oot," whichalrlaieait, however,
onlyto ctmvem'bte,anddeniedits al_licabilityto ineo_nla_ie papermoney.

mlb/d., I_ x4_4_ Iaw'8 I is reproducedit lenlrthand-tarsdy ver-
bath_ without_y ack.owhs_mt, by Sir a_a_'y _ A _o_

hi also attacked, in an obscuremxl ia_rec_ _,, blr B-I-M.D. ['W'_mn
Tem_ of Trowlnidpl, A _ _ commute and _ art_ {tlr$8],Me-
Cullod_e_, Sd_ c_l_ctlo_ of _cm'cemd _ _ o_ commerce,sgr_,
PP.5t7 ft.



English Theories of Foreign Trade, before Adam Smith 45

England to outsell other countries, for "the greater trade of one
country hath a capacity of undermining and eating out the lesser
trade of other countries."_°1For reasons not explained, unless it
be the fall in English prices alleged to result from an increase in
the quantity of money, both foreign and English commodities
would fall in price in England, but not abroad. Exports would
thereforebe paid for with bullion (and presumablyimports would
be paid for with English commodity exports), and the bullion
could be coined into English money without loss. But with un-
usualconsistency Potter admits that when paper money or credit
is available as a substitute, metallic money would be of little
import_mceto England._ Law showed more concern than did
Potter about the state of the balanceof trade, but he also claimed
that an increased mount of money through the issue of paper
money would make the bal_mce favorable: "Most people think
scarcity of money is only the consequence of a balance due; but
'tis the cause as well as the consequence, and the effectual way
to bring the balance to our side, is to add to the money.''xw
More money, by employing more people, would make a surplus
of goods available for export, and if sufficientmoney was issued
productionwould reach a level at which more would be exported
than imported. Conversely, if the amount of money was reduced,
some of the laborers would be renderedidle, the domestic output
would shrink, exports would fall, and an unfavorable balance
wouldresulL_ These results of a ehm_e_in the quantity of money
he would _xently expect not tohe transitory but to persist as
long as tbe nnr quantityof money pcrsistecL

The M_mnti_sts on Hoards and Plate.---Because the mer-
cautilists differed _ong themselv_ as to the _ of the
ben_ whleh remlted from an inerea_ in the amomrt of buhion
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miser, the _ of gold or silver plate, tie usurer, _ the
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rices which kept bullion from circulating as money, such as its
use in the manufacture of plate, as objectionable? °5 Vaughan con-
demned hoarding and the use of plate as contributing factors to
the scarcity of money, and recommended sumptuary legislation
to check the melting of money and its manufacture into plate. 1°0
An anonymous writer criticized the Established church on the
ground that it hoarded riches which should circulate, so that "the
money that before ran current in trading, is dammed up in their
coffers. ''1°7 Another pamphlet, written as an answer to this one,
condemned the excess of silver plate for the same reason, but
claimed that there was no occasion for alarm about hoarding,
as there was not much of it, and urged in the defense of the
church that it could be charged with responsibility for the pre-
vailing scarcity of money only if the clerics kept "banks of money
dead by them," which was not the case. Complaint against the
usurer as a hoarder of money was likewise without basis, since
"his money walks, though upon other legs, either serving the
tradesman or the gentleman, for preparing commodities to export,
or to buy what is imported for his expenses. ''l°s Manley found
fault with the miser, because "money locked up in the miser's
coffers is like dung in a heap, it does no good, but being dis-
persed, and orderly disposed abroad, enricheth the land. ''1°_ An
anonymous writer wanted misers' hoards taxed, in order to draw
some of their money into circulation, especially in time of war
when trade was slack. "I know no difference," he wrote, "be-
twixt bringing treasure out of an iron chest by a good law, and
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plowing the seas by long and dangerous voyages" in order to
secure bullion through foreign tradeY 1° One of Locke's objec-
tions to the reduction of the interest rate by law was that it
would result in men keeping their money "dead" by them, instead
of lending it, with resultant loss to trade, ut Petty expressed a
preference for money over plate, because it served trade better, 1t2
as did also Hugh Chamberlain: "Money is living riches, plate
but dead; that being capable of turning and improving trade,
when this is not. ''tls

Hodges's scheme for a forced three-year surrender of plate in
return for "raised" money, with prohibition of ownership of
plate in the interval, in order for a time to secure relief from
the prevailing scarcity of money, and to obtain the stimulus to
trade of slowly rising prices, has already been referred to. I_4
Another writer urged a similar scheme for raising money 5 per
cent, in order to draw hoards of the old, and therefore under-
valued, coins into circulation. 115 One writer made the same sort
of contrast between hoarded and circulating credit which other
writers confined to hoarded and circulating money, hoarded credit
being the exchequer bills which, because of the high rate of inter-
est they carried, were held instead of being used as money:
"... in the frequent passing of credit from hand to hand, con-
sists its great usefulness in trade; for when either money or
credit is hoarded up, it may more properly be said to stagnate,
than to circulate. ''ix6 Postlethwayt, in a curious argument, claimed
that lending of money at interest involved hoarding and there-
fore on circulation grounds was to be condemned. If some money
is hoarded, the volume of trade will fall. In order to bring the
hoarded money back into trade, those in great need of it will
offer interest ("profit") for its loan. The result will be that other
moneyed men, instead of "circulating their money" in trade, will
"lock it up," while awaiting the opportunity to lend it, preferring
to get their income by usury instead of by trade. Eventually the
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money so withdrawn from trade would be lent and would thus
return to trade, but bearing an interest charge which would act
as a restraint on trade, lt_

Some writers objected, on similar grounds, to the establish-
ment of banks, holding that they monopolized money, and kept it
from circulating. Child, for example, maintained that "principally
this seeming scarcity of money proceeds from the trade of hanker-
ing, which obstructs circulation. ''11s Strangely enough, consider-
ing his views on the effect of lending at interest on monetary
circulation referred to above, Postlethwayt made the most effec-
tive rejoinder to this argument which I have found :

It may be here requisite to take notice of that erroneous notion
entertained by some, that banks and hankers engross the money.
hoard it up, and hinder its circulation in trade; but, if such will
consider this matter in its true light, they will easily be convinced,
that the money lodged in banks, and in the hands of bankers, is the
most constantly employed of any; for, though the specie should lie
still till called for, yet the notes given out for its value, are con-
tinually circulating; whereby is done abundantly more service to
trade, than if the same lay dormant in private hands; and yet the
necessities of the depositors are effectually answered? 19

Once hoarding and the use of coin or bullion in the making of
plate were attacked, there were few to come to their defense,
and the use of gold and silver in the making of thread or in
gilding met with almost general condemnation. Mun, however,
opposed restrictions on the melting-down of coin into plate on
the ground that gold and silver were more apt to be carried out
of the kingdom in payment of purchases of foreign goods if in
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the form of coin than if kept in the form of plate, _° and Mis-
selden before him, while conceding that too much plate in the
kingdom would cause scarcity of money, nevertheless held that
it was better to have bullion kept in the form of plate than to
turn it into coin and thus turn it out of the kingdom because of
the undervaluation of coin which he alleged then prevailed in
England. m A sixteenth-century writer condoned the use of but-
lion for plate, because it resulted in the formation of a sort of
secondary national reserve for emergencies, upon which the king,
in case of a great war, could draw "without any grouching of
the Commons. ''1_ The same argument is to be found occasionally
in the later literature, and is made by Briscoe to serve as a de-
fense of private hoards. Hoarded treasure, bullion and coin, is
part of the "capital stock of national treasure" and can be drawn
upon in a national emergency. Private hoarding is as good as
having treasure stored by the king. _

Toward the end of the seventeenth century there appeared a
new doctrine of the existence of a "due proportion" between
money and goods, and therefore of the possibility of excess of
money as far as trade needs were concerned. The quantity theory
of money also tended to lead to the conclusion that an increase in
the amount of nloney by increasing prices would reduce exports
and thus eventually be lost to the country. Writers who on "due
proportions of money to trade" or on quantity-theory grounds
conceded that there was under any given set of circumstances
a maximum mount of money which could be kept in circulation,
and who still attached special importance to the precious metals,
were likely to approve of turning the money into plate or of its
hoarding as a means either of stimulating the further import of
bullion or o/_checking an outflow. It was doubtless such reasoning
which led John Houghton to the conclusion that "if the King
should hoard up much money, it would for the present make it
dearer, that dearness would make it be brought in more plenti-
fully, and that would make it more plentiful than it was be-
for_-"m Petty wrote: "For there may be as well too much money
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in a country, as too little. I mean, as to the best advantage of its
trade; only the remedy is very easy, it may be soon turned into
the magnificence of gold and silver vessels. ''1_5

On similar grounds another writer would tolerate the increased
use of plate if there was more money than was necessary to carry
on trade and "defray the expense of living, ''1_° and Vanderlint,
who accepted the quantity theory and wanted low prices but at
the same time wanted a favorable balance of trade payable in
specie, recommended as a means of attaining these apparently
conflicting objectives that the private hoarding of gold and silver
and their use in plate, and even in gold and silver cloth and
gilding, be encouraged. He cited with approval the practice of
the East Indians of hoarding the silver they receive, with the
result that prices remained low there, exports continued to exceed
imports, and the balance was paid in still more _ilver.z_ Harris
presents a similar solution of the same dilemma..If the inflow of
bullion resulting from a favorable balance of trade is kept:

as a dead stock, either by turning it into plate or by any other
method, so as to prevent its getting into trade as money ; it may con-
tinue to go on increasing in more bullion, which in this case will be
a real increase of wealth .... Let an increased stock of bullion get
out again into trade, and it will soon turn the balance the other
way. l_s

But gold and silver can be best stored up in the form of plate:

But people in general will not hoard up cash; all like to display
their wealth, and to lay out their superfluities in some costly things.
There seems then no method so effectual for the securing of a dead
stock of treasure in any country, as the encouraging the use of
plate, by making it fashionable, preferable to more brittle or more
perishable commodities. Plate would be a national resource in case
of emergency, and not the less so, because the precious metals kad
not as yet received the shape of coins,m

Hume in x752 claimed that state hoarding was the only ex-
pedient by which a country could raise its supply of the precious
metals above the equilibrium level, but commented that this was

m The politicalaaatorayo] Ireland [169x], Eeomm_ sawOin_t.I. 193.
m The cities o] .Ycotlamtc_d, I._5, p. 9.
m Moa_ aasm,rs d/tk/_s [tT'_], Hollandered.,t_ 94 ft.
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"a practice which we should all exclaim against as destructive,
namely, the gathering of large sums into a public treasure, lock-
ing them up, and absolutely preventing their circulation. ''zs°

Henry Home accepted so whole-heartedly the lesson of the
quantity theory of money that he looked upon an export surplus
alike with an import surplus as dangerous to the country. The
latter meant an outward drain of money, with a consequent fall
of prices and stoppage of industry. The former meant an influx
of specie, extravagance, rise in prices, and finally a fall in exports,
rise in imports, an unfayorable balance again, and a recurrence of
the drain of specie. What was to be desired was an even balance.
Therefore, "let the registers of foreign mints be carefully watched,
in order that our current coin may not exceed that of our indus-
trious neighbors." But it was not the quantity of gold and silver
in a country that determined the price level, but the quantity of
money in circulation. Still retaining some traces of the mercan-
tilist attachment for the precious metals, he therefore advocated
the conversion of money into plate and even, under favorable
circumstances, the formation of a state treasure, taz

V. EMPLOYMENT AND THE BALANCE OF TRADE

The mercantilist arguments for a favorable balance of trade
so far considered all rest upon the desirability of more bullion.
But there was one mercantilist argument which was not dependent
upon the attachment of superior economic importance to the
precious metals than to other commodities of equal exchange
value, namely the "employment" argument. Exports were the
product of English Labor whereas imports, especially if they con-
sisted of finished products and of commodities competitive with
home products, dispLaced English labor. The greater the exports,
and the smaller the imports, the greater, therefore, was the em-
ployment of English labor. This argument was not, as is some-
times supposed, of Late seventeenth-century origin. It is to be
found in the very earliest mercantilist writings, x and it persists

a,p_ d/mme_t [xT._], in JKua_,morn/,political,andl_rary,z875,L
3_.

•aS_,t, cbt..rof tk¢ _ of m,_, t774, I, 87..See also Postlethwayt,Great-

zll_zfeW'ira,1_94; "How the corneapeopZemaybesetto worke"[ca.zS3o],
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without break throughout the literature of the seventeenth and
eighteenth centuries. It is not even clear that it was more empha-
sized in the eighteenth- than in the seventeenth-century mercan-
tilist literature, and it could even be argued that the sixteenth-
century writers stressed it most of all. Of all the mercantilist
reasoning, it withstood criticism most successfully, and persisted
into the nineteenth and twentieth centuries as an important ele-
ment in the protectionist doctrine.

The stress on employment led to an appraisal of exports not
merely in terms of their value, or of their value relative to
imports, but in terms of the amount of labor they represented.
Exports of manufactured articles were rated more highly than
exports to the same value of raw materials, because the former
embodied a larger proportion of labor. The stress on employment
sometimes took the form of measuring the gain from trade by
the exports alone, and in a few cases the argument even went
to the extreme of recommending production of goods simply to
employ labor, even though the product of their labor were burnt
upon their completion. _ In the case of a few later writers, the
employment argument gave rise to a new balance-of-trade concept,
in which the amounts weighed against each other were not the
values respectively of the exports and the imports, but the re-
spective amounts of labor or employment they represented, i.e.,
the "balance of labor" or the "balance of employment." Barbon
seems to have been the first to come close to this concept. The
measure of benefit from different exports is the amount of em-
ployment they had given to English labor, and, similarly, the
measure of benefit from imports is the amount of employment to
which they will give rise in their further manufacture. His em-
ployment test leads him at times to liberal conclusions. Imports of

Panti ed, Dr_ votkswirthsc_[tliche D_d_sckr/ltcn,p. 56; "How to reformethe
realme" [ca. x5351,/b/d., 1_ 76; "Pdiccs to reduce this reahneof Englmad"
[x549],T3.D., IIi, 333; [JohnHales] .4 discourseof the commont_al [I58xl,
El_d_dal_rnonded.PP.63ft.;_, Tr_,ali__ thecanber[x6ox],T.E.D.,
III, 309; Misselden,The cb'tlt of c_ce, I6_, p. 3_ Mtm is one of thefew
early writerswhodealtwithtradematters _ who makes no use of
the employment_-l_nmat. Relianceupon Mtmas _eqmady reln_ml_ve of
the earlier literatm-emay have been reslmmiblefor the c_aelmi_a that the
armm_nt _a-st_t_n_ in t_ later_i_t

"Petty, Tmai_ of _ [ff_l, in Eco_un_ _, Hull _t, I, _o;

ed_ p. 3oo; T_ea _u_ckar_,_ p.t6.
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raw silk are more profitable than imports of gold and silver,
because more hands are employed in the manufacture of the first
than in working the latter. If woolen goods are exported for
Westphalian bacon and then the import of the latter is prohibited,
England would lose even if the consumption of English bacon
increased, because woolen cloth employs more hands in its pro-
duction than does bacon. 8

Tucker stated the argument somewhat differently. The balance
of trade for country A is the excess of the number of laborers
working up manufactures for country B in A as compared to
the number of laborers working up manufactures for A in B:

• . . when two countries are exchanging their produce or manu-
factures with each other, that nation which has the greatest number
employed in this "reciprocal trade, is said to receive a balance from
the other; because the price of the overplus labor must be paid in
gold and silver .... This is the dearest and justest method of de-
termining the balance between nation and nation: for though a dif-
ference in the value of the respective commodities may make some
difference in the sum actually paid to balance accounts, yet the gen-
eral principle, that labor (not money) is the riches of a people, will
always prove, that the advantage is on the side of that nation which
has most hands employed in labor .4

A closely similar doctrine is presented also by Harris, Steuart,
and Arthur Young:

•.. a nation that pays ultimately upon its trade a balance in bul-
lion, is a loser of so much of its dead stock; and a loser also, if its
exports maintained fewer of its own inhabitants, than its imports did
of those foreign nations. _

In all trade two things are to be considered in the commodity
sold. The first is the matter; the second is the labor employed to
render this matter useful. The matter exported from a country is
what the country loses; the price of the labor exported is what it

I NicholasBarborgA di_ourae of trade [x69o1,Ho_anderreprint,pp. z3, 37;
ibid.,A diacourseco_e_k_gcoisingthe _ money lighter, I696, pp.5o-51.

*JosiahT_l_r, A brief e_y oBthe _ges _ dlsad_r_tagesu_hickre-
spec_l_ attend Frm_¢_ Grit Brit_i_, _ regard to trade [3d ed. :753],
McCuiloched_ $e/_ ¢ollectio_oJ. . . tracts mscommerce,p. 3t$ Tb_ pas-
sage£_st _ iu the flfirded_6o_ Seealso Tucker,Reflectio_ on the exo
ped_ el a/_v/m" d_¢_/Jmtios of tov_gmpvotestasts, z75t, Part II,
p,_L

"Uo_h _1 A_ eJ_ _ _ _ co/_, Part I (_7s7), 89. S_
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gains. If the value of the matter imported be greater than the wdue
of what is exported the country gains. If a greater value of labor be
imported, than exported, the country loses. Why? Because in the
first case, strangers must have paid, in _natter, the surplus of labor
exported ; and in the second case, because the country must have
paid to strangers, in matter, the surplus of labor imported. It is
therefore a general maxim, to discourage the importation of work,
and to encourage the exportation of it.°

A balance in our favor is a proof that foreigners take more prod-
ucts and fabrics from us than we do from them, which is an ad-
vantage of the highest consequence, because it suggests at least a
strong probability that they employ more of our poor than we do of
theirs.7

These writers apparently would compare the amount of English
labor embodied in the exports with the amount of foreign labor
represented by the imports in computing the English "balance of
labor." On this basis, a given trade balance measured in money
would have to be regarded as more favorable the lower the prices
at which English exports were sold and the lower the wages
earned by English labor engaged in their production, although
it is not evident that these writers saw this implication of their
doctrine. The objective they had in mind, to the exclusion of
other considerations, was employment of English labor, and in
the case of Young the assumption is fairly clear that the labor
engaged in the production of exported goods would in the absence
of such exports remain idle. He states that "whatever is paid to
other countries in bullion, as a balance upon the year's trade, is
just so much loss to any nation that has unemployed poor or
unpurchased commodities," but he concedes to Hume that the
loss of the bullion is important only as it is a sign "that we do not
export a due quantity of products and labor. ''8

"Sir James Steuart,Principle, of politicalwconomy, t767, II, 336. (Italics in
or_fm_ text.)

*ArthurYom_, Pdi_ e_ concmg the _e_t atate of _ B_---_
E_Jlre, 1rl'_ p. S._.

* Ibld.,p. S._ Althoughtheyboth stress err_lo,jmmt,this "_dam'e_.4ab_
mllmnemdiffersfrorathe carlierargunamtthat m__ of the tasl_ of ex.
pm-tsover the _ d iurpomresults in am_ ot bullion,which increases
trade and _ _ (Of. MaLva_ Tnas6._ of the ¢z_ [r6ml,
T.B.U., IIL_: "the morerea_ _... that _a- mereh_ should
thdr retrr_ _,... the r_re er_le.vraem wouldthey make_ oar

q_ty by settingmorepeopleon work;...') In the__
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The balance-of-labor doctrine is of course absurd and probably
even more absurd than the earlier and at the time still 'dominant

balance-of-trade doctrine. It nevertheless can be regarded as a
stage of some importance in the evolution toward more sensible
doctrine. In the first case, any criticism of or substitution for the
dominant balance-of-trade doctrine helped to promote the dis-
integration of the mercantilist errors, and thus was a service even
if it proposed an even less satisfactory alternative doctrine, pro-
vided the criticism survived and the proposed substitute did not
survive. Secondly; the balance-of-labor doctrine reversed the roles
of employment and foreign trade as compared to the conventional
balance-of-trade doctrine. In conventional mercantilism increased

population, increased employment, improvement in the arts, in
roads, canals, _n the energy and skill of labor, were all welcomed
because they would make possible increased production of goods
for export or in lieu of imports from abroad, and would thus
promote a favorable balance of trade. In the balance-of-labor doc-
trine the end was employment, and the favorable balance was the
means, and even if its exponents did not themselves see clearly
that income and consumption were in turn the rational ends of
employment, and of economic activity in general, they at least
made it easy for Adam Smith and later writers to take the next
step and thus to bring about a revolutionary change in the orienta-
tion of economic thought.

One student of English mercantilism, E. A. Johnson, noting
the indisputable--and undisputed--fact that the mercantilists ap-
proved of a large working population, hard work on the part of
laborers, the progress of skill in the application of labor, improve-
merits in transportation and industry, and so forth, has concluded
that serious injustice has been done to them by accounts such as
presumably the present one of their doctrines :

All of which should prove that the ultimate concern of the mer-
cantilists was the creation of effective factors of production. Not ten
per cent of English mercantilist literature is devoted to the ill-fated
doctrine of the balance of trade. [Let anyone who doubts this asser-
tion turn through the pages of the English mercantilist literature
and he etmvinead!] Their ardent passion for productive efficiency is
shown hytheir advocacy of improvement of lands, mines and fish-

it it the direct effegtof the exportson emlfloym_t whichis stressed,and not
_ effect_ome_ent ul_ tbe inflowor outflowof specie.
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cries, and by their encouragement of inland communication and canal
building. Industry was to be encouraged, idleness to be re-
pressed... 0

But evidence that the mercantilists desired efficient production,
be it piled up mountain high, of itself proves nothing as to their
"ultimate concern." They may have desired, and did desire, in-
creased production, because they thought that it would promote
a favorable balance of trade, even though they also desired it for
other reasons. Such quantitative propositions have an unearned
air of precision, but on the basis of my turning of the pages of
English mercantilist literature I venture the conclusion that not
ten per cent of it was free from concern, expressed or clearly
implied, in the state of the balance of trade and in the means
whereby it could be improved.

The labor doctrines of the English mercantilists need not be
examined at length here, since they have been ably d_alt with by
other writers. 1° On only one point, it seems to me, is critical com-
ment on their exposition called for. The mercantilists, as they
point out, were led by their obsession with the balance of trade

and also, perhaps, by unconscious class sympathies, to deal with
questions affecting labor as if laborers were a set of somewhat
troublesome tools rather than human beings whose own comfort
and happiness were a proper and primary object of concern for
statesmen. The dominant doctrine, in consequence, advocated low
wages, as a means of stimulating the worker to greater effort
and of increasing England's competitive strength in foreign trade
by lowering the money costs of English products. Sir James
Stenart was merely expressing in blunter fashion than was com-
mon the position implicit in much of the mercantilist treatment
of the labor question when he stated that "the lowest classes of
a people, in a country of trade, must be re_*rained to their
physical-necessary. ''n But Fumiss and Gregory fail to do full

"'The _ conc_ of_t' andq_eniomlabour,'"Ecoaom/cH_oe_,
II (_), aSx-Sz The m tgamd here in brackets is a footnote in the
ot%-iaaltext.

_*E.S. Farai_ The _ _ _/_ortr/s a _ of _/oa_ xgao;
' T.H.Gregor,/,"The_ of _ in _ x66e-x_"_.¢_

nora/c6,I (z_t), 37-5x.

"_ltis thcretorea la'iacilJe,to mmarase oamlmttim _ amil tt la_,taNi
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justice to the size and importance of the dissenting group, who
on grounds either of economic analysis or humanitarian sentiment
opposed the dominant doctrine that low wages were desirable.
Such important writers as Cary, Coke, Davenant, and Defoe be-
longed to this group, and in the latter part of the eighteenth
century the growth of humanitarianism operated to give even
stronger challenge to the prevailing viewsY 2 Representative of the
opposition on humanitarian grounds was the complaint of an
anonymous writer: "it is a great pity the laboring poor have not
better encouragement, the cries of those unskillful men, who made
a clamor of labor being too high, is a doctrine propagated more
by theory than practice. ''x8 Hume conceded that high wages re-
sulted in some disadvantage in foreign trade, but insisted that
"as foreign trade is not the most material circumstance, it is not
to be put in competition with the happiness of so many millions. ''t4
Since Hume was an enlightened critic of mercantilism, this is
not of great significance, but Wallace, who was a mercantilist,
agreed with Hume's doctrine, as "a maxim . . . suitable to a
humane disposition. Agreeably to such a benevolent sentiment,
we ought to extend our notions of trade, and consider not only
how much money it gains to a nation, but how far it is conducive
to the happiness of the people. ''xa

theeffectto reducepeopleof industryto thephy_al-necettmry,and to prevmtt
it ever frombringingthemlower.... "

a*Cf. the citationsin Lujo Brentano,Hours andwa_$ in relationto prods-
t/on (translatedfromthe German), z89,t,pp. a-5, to which tinny additiom
shouldbe made.

An enquir_jisto the rasla_holy circamstancesof Great Britain, ca. x73o,
pp.x9-2o.

u Politicaldiscourses [t752], in Enays, mora/, po/_ trodliter¢_, x875ed_
I, a97.

'_lRobert Wal_u:el C_mrm:m'i_c_o/ _ l,,'e_t _ol'*t_l _ of Gr_
_v_.o6,.t:_jS,p. 46.



Chapter H

ENGLISH THEORIES OF FOREIGN TRADE,
BEFORE ADAM SMITH " II

He shewed me a very excellent argument to prove, that our _mpor_mg
le.gse [goldr] than we export, do not impoverish the kingdom, accord-
ing to the recewed opinion: fetich, though it be a paradox, a_d that
I do not remember the argument, yet methought there was a great
dea/ in what he sa/d.--Samuel Pepys, Memoirs, February 29, x663/4.

I. LEGISLATIVE PROPOSALSOF MERCANTILISTS

Introductory.---The mercantilist writers were often critics of
the prevailing legislation, and they cannot be understc_i unless

t,_is is constantly borne in mind. The actual body of statutes and
proclamations in force at any one time was always an uncoordi-
nated accumulation of measures _dopted at various periods and

for various reasons, and was far from conforming to any self-
coherent set of ideas or principles with respect to trade policy.
Of these laws and proclamations there were always a number
which were non-enforced or were only spaoqnodically enforced,

either because their legal status was questionable or because

change of circumstances or of official or public opinion made
their strict enforcement inconvenient or impossibl*_There were
others which were flagrantly violated, sometimes in spite of ef-
forts to enforce them, sometimes with the connivance of corrupt
or unsympathetic oflici_s.

The laws and wodamations were not all, as some modern
admirers of the virtues of mercantilism would have us believe,
the outcome of a noble zeal for a strong and glorious nation,
directed ag_nst the selfishness of the profit.seeking merchant,

butweretheproductofcontli_inginterestsofvaryingdegreesof
respec_itity.Eachgroup,eco_.ic, social,or_igious,pressed

for legislation in coaformity with its special
ss
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The fiscal needs of the crown were always an important and

generally a determining influence on the course of trade legisla-
tion. Diplomatic considerations also played their part in influenc-
ing legislation, as did the desire of the crown to award special
privileges, con amore, to its favorites, or to sell them, or to be
bribed into giving them, to the highest bidders. After the Revo-
lution the crown's authority in matters of trade regulation was
largely shorn away, and factional jealousies and party rivalries
replaced the vagaries of monarchical whim as a controlling factor
in trade policy.

The mercantilist literature, on the other hand, consisted in the
main of writings by or on behalf of "merchants" or businessmen,
who had the usual capacity for identifying their own with the
national welfare. Disinterested exposition of trade doctrine was
by no means totally absent from the mercantilist literature, and
in the eighteenth century many of the tracts were written to serve
party rather thatt self. But the great bulk of the mercantilist
literature consisted of tracts which were partly or wholly, frankly
or'disguisedly, special pleas for special economic interests. Free-
dom for themselves, restrictions for others, such was the essence

of the usual program of legislation of the mercantilist tracts of
merchant authorship.

There follows a survey of the specific legislative proposals of
the mercantilist writers with respect to the regulation of foreign
trade proper. A complete survey would require consideration also
of their recommendations for dealing with the fisheries, the col-
onial trade, the interest rate, and poor relief, as well as with the
monopolies and the internal regulation of manufacture, for all
of these subjects were approached more or less in terms of their
bearing on the balance of trade. Space limitations, however, pre-
vent such extep-_ion of this essay as would be necessary to deal
with these even sketchily, and in any case the mercantilist doc-
trines with respect to most of these topics have been ably and
comprehensively dealt with in their special literatures and in
Heckscher's masterly treatise_Suir_ent has already been said to
make clear the relationship to n'_rcantilist trade doctrine of
proposals for restricting hoarding or the conversion of bullion
into plate, for prohibiting or subjecting to heavy taxation use of
the precious metals for making thread or cloth or for gilding, and
for increasing the monetary circulation through the introduction
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of paper money, to make unnecessary further discussion of such
proposals.

Bullionist Proposals.mFollowing the common usage, the
term "bullionist" wilt be applied to the measures intended to pro-
mote the mercantilist objectives through direct regulation of trans-
actions in the exchanges and in the precious metals. Even prior
to x6oo opinion in support of the policy of controlling specie
movements indirectly through control of trade, instead of directly
by regulation of exchange and specie transactions, seems already
to have been fairly common. As early as x38I, Aylesbury said
that the way to prevent a drain of specie was to prevent more
merchandise from coming into England than was exported from
it. 1 An anonymous writer in I549 stated that regulation of trade
so as to bring about a surplus of exports over imports was the only
means of securing an influx of bullion. _ An official memorandum
of I559 , justifying the restoration of the currency to its former
metallic content, denied the efficacy of raising the nominal value
of the standard coin as a means of preventing its export. 8 In the
sixteenth-century manuscripts discovered by Panli there are to
be found both bullionist and non-bullionist proposals. Revival of
the staples and enforcement of the Statutes of Employment are
recommended. The acceptance by English sellers of wool of ex-
change in lieu of specie in payment for their .wool should be
prohibited. English coin should be overvalued in exchange for
foreign coin, so as to attract foreign gold and silver. But imports
of unnecessary foreign goods are to be restrained. 4 Hales had
made one of the participants in his dialogue urge that some
English commodity be made salable to foreigners only in exchange
for specie in whole or in part, but in the coarse of the discussion
heavy export duties on wool, the prohibition of the export of
unwrought goods, and either prohibition of Lmport of competitive

2Bland,l_owa, anti Tawaey,Hnflish¢cono,ni_histo_,_ttctdoc_mnts,
19t4,I_ z'aa.

'"Polices to redt_ this realme of Englande" [xS4O], T_.D., IIt, 3_x:
_he only memmto camemachbellionto be brcu_ out ot other rmlms m_to
the k_s ae_ts is to providethat a lxeat quantityof our ware, maybe carried

et_, beyced the ms uZ less q_t: of thdr wares be broughtethe_

• "M_ m t_me_mms m_g _een l_beth to _'m _e co_
age" lls._], T.E_., H, _ C£ also U_ P,.a_] _4 d_a,,vx of the co_-

•P-..u__" _,__'_"/_ch,_o,, _ xa,_, _ _ _ _,
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foreign goods or duties high enough to make them more costly
than similar domestic goods, are recommended?

Bullionist proposals, on the other hand, are still to be en-
countered in the seventeenth century. Malynes advocated the re-
vival of the Royal Exchanger, with a monopoly over exchange
transactions, the maintenance of the mint par by royal proclama-
tion as the actual rate of exchange, and prohibition of the export
of bullion? Revival of the official regulation of exchange rates
was urged also by Milles, 7 Maddison, 8 and Robinson ;0 and Rowe,
following Malyrtes, suggested that exchange rates be fixed by
treaty with foreign governments. TM Mun in his first book at

(though not in his second), _ Rowe, TM and Violet 1. wanted en-
forcement of the old Statutes of Employment. Many writers
until late in the seventeenth century urged the enforcement of the
prohibitions of the export of coin and bullion, or after I663,
when the export of bullion and of foreign coin was legalized,
their revival. 15 But with the exception of a minor lapse by

• ,4 dircourse of the comgaon weal, PP. 66, 87-88.
• `4 treatise Of the cafdwr li6Ol], T.E_D., III, # ft.; TM c_ff of |he

circle of commerce, t623,pp. 7° ft, x2i ft.
v The customers reflle, x6o4, passim.
*Great Brit_ remembrancer 1164o], 1655, pp. 16 ft.
• Certain proposals in order to the peoples [reedom¢, x6Sa, p. x4.
_e Sir Thomas Rowe, The cause of the decay of coin and trade in this land

[t64t], Harleian miscellamy, x8o9 ed., IV, 457-
n`4 d_ot_se O_ trade, _rotm E_tgland _to the E.a_-ltid_$ [l_I], 1930 re-

print, p. 5*
"In Enelmtd's treasure by/arraign trade, chaos. VIII-XIV, Mun presents a

detm'led and able criticism of the whole gamut of bullionlst devices, including
the Statutes of Employment.

"Op. dr. t,.4S&
"An Immbledectarat_...tocwhlnathetramrportationof goldands&,er,

t643, Ix W/ (advocat_ revival of x4 Ed. xtx, c. ax, requiring exporter_ to bring
intoE_and a proportionof theirreeei_ in gold); .4 true discooerieto tke
commottsof Englaml, how tkey _ beett clmrtedd almoa all the goldand

tt6t o/th/s _t/_ [t6Stl, z_ reprint,t_ t_ (_m_at_ revivalof 3 Hy.
VII, ¢_ 8, one o[ the Statutes of _ proper, applying to merchant-
m'angz_ ucl reotiri_ them to _ the mm_ the7 receive through the sale
of foreign Ileods in the imrchue of _ merchandise). Cf. the artlde on

cotm_....t6_,_;/b/d., MyaoV.sattdserras....x6_,PP.35.39,
eta; _u a d_=_, _ _ 4; [Petyt] _ _ [ff_o], in ]_c-

ed.._ _ re,as as commerce,pp.3o7ft.; ttodses,Tke#e_-
e_ _,q E_,_d, _ ta .--_,_d #,ea_ _. t_, p. tos; [_l
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Stenart, 16 there does not appear to have been any support of any
of the bullionist devices among the prominent eighteenth-century
writers.

Prohibitions vs. Duties_The principal non-bullionist meas-
ures proposed by the mercantilists as means to secure a favorable
balance of trade consisted of: restraints on the importation of
foreign goods, especially manufactured goods and luxuries; en-
couragements to the export of English manufactured products;
restraints on the export of raw materials; encouragements to the
reexport trade; and restrictions on English industries which in-
terfered with other industries or with trades which, on mercan-
tilist or other grounds, were regarded as of greater importance.

Imports could be restricted either by the imposition of duties or
by absolute prohibitions. Both methods were used and advocated,
and many writers revealed no clear preference as between them.
But they were more different in appearance than in fact. When
writers asked for duties rather than prohibitions, they often
wanted duties high enough to be prohibitive of import, or nearly
so. When the government imposed prohibitions rather than duties,
it often granted to particular trading companies or individuals
special licenses to import. Many of the prohibitions were un-
doubtedly established primarily to obtain revenue by the sale of
licenses to import rather than to promote a favorable balance of
trade. 17 Some writers expressed a preference for import duties
rather than prohibitions without stating their reasons, but prob-
ably because duties seemed less severe. 18 Other writers recom-

Principlesof politicalaeconomyx767,II, 3a9: "Butwhenthebalanceturns
against them in the regularcourseof lmsiness,not from a temporarycause,
then he [Le. 'tim statesman']may lay restraintstlponthe exportationof specie.
as a concomitantrestriction,together with others, in order to diminishthe
generalmass of importations,and therebyto set the balanceeve_" Cf. also
[George Blewitt] ,,/n ,qcqtdrywha/wr a genera/ pruct/c¢ ot v/rttae tends to
the wealator pot,erty of a people?I7a5,p. 60.

_'Cf. ThomasViolet, Mysteries aMd_'cre_. 1653,pt_ 8"9: "But thereare
governmentswhichare for the priv_e advaut_e of a few men,_ pro-
h_bitiouof in_c_ of severalconunodit_ but only by panicu_ men,and
exportationof our nativecommodities,but only by particularmen, and only
for sometorts, and at some seasms of the year# Violet is not objectinghere
tothe _, lmtto the specialexemptionstl_eefrom

=Ea., l'ettr, 7Yem_ of m.,-,,, [t_], _,o,,dc W_:, H_ ed. I, _o.
Petty _ that the duti_ be hish enoughto umne tm_gn fmm_
commodm_ dearerthan compet_ domm_ omumdmes, aud _ U_eimpom
much_ the exportshe _aild st,pp_ absolutetrOhll_tlo_
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mended moderate duties rather than high duties or prohibitions,
because the latter were too severe and would lead to fraud,
whereas duties could be enforced and would at least produce
revenue, a9 But other writers objected to the sacrifice of trade
interests to fiscal considerations, z° while Steuart suggested that
prohibitions could be more effectively enforced than duties if the
latter would have to be high. 21

Some writers advised that restrictions on imports should not
be carried too far, lest they excite foreign retaliation against
English exports. 2_ Other writers replied, however, that there was
little or no danger of foreign retaliation. England exported neces-
saries and imported "toys," and therefore had nothing to fear. _8
Other countries already restricted the imports of things they
could produce themselves; other things must be got somewhere,
and they would hurt themselves if they refused to buy them
where they could best be got. Most-favored-nation clauses in com-
mercial treaties, moreover, prevented them from discriminating
against England in their trade regulations. 2_ "No wise nation
takes from another what they can be without; and what they
cannot be without, they must take, prohibit what you please. ''_

_E.g., "Polices to reduce this realme of Englande" [x549], T.E.D., III,
332; Fortrey,Englamis interestwadimprovement.[I663], Hollandered., p. 28;
[Sheridan],4 discourseon the rise +andpower o_parliaments [I677], Bannister
eeL,pp. 2Io-rx; Barbon,A diacourseof trade [I69o], Hollandered., p. 37;
ArthtwDobbs,,dn essayon the tradeand impro¢/emento_ Ireland, I729,p. 30.

wSee Jab'a,p. 6_
" Principlesof politicalwconomy,x767,I, 338.
a E.g., Robinson,Englands .gayety;in trades encrease,I64I, p. 9; Barbon,A

discourseof trade [I69o], Hollandered.,p. 37.
/*[Hales] .4 di_o_se of the common'weal [t._81], ElizabethLamofld¢d.,

P. 67; anon, The present+fateo] Ireland cogsidefd, x73o,p. 29 (the rderence
hereis to Ireland,however,andnot England).

a [David Bindon] A letttr [ram a merclmatwho tmale# og tr_ui¢,I738, ig
47. Mildmay,in anothercomag'don,claimed that countriescarried out their
o61igationsundermost-favored-natlontreaties only when it suitedtheir con-
vealmce. (Tke _ m_ _//_ of E_o/4ad, _76S,p. 78.)

='Oa the neglect d trade and manufacture" Scots mago,6ne,IL (x74o),
476.CLalso [SimonClement]The interest oJ l_a_md, as it atandawith rela-
_a to tlw tradeo[ lrdaad, coasid_ed, x698,pp. x3-x4:"Andthoughthis ¢au-
tlon [_.. the _ of _n _aaVmio_l hath beendtcn ar_ in
of tn_., _t I n_- Imew¢_ _--e of _y nmiom bein_1_1_! at _er
to _ a deffr_ _ to _ak off d_r eonnne_; _ I tn_ imo_ _,mal

_ff_ _mm, e_ Wofad tt_ nm_nm, _r _ li_ B _ra_ t_t; .ot_a
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One argument made repeatedly by the opponents of the French
treaty of I713 in support of treating Portuguese wines more
favorably than French wines was that the balance of tP.Ae was
more favorable with Portugal than with France, and that lighter
duties should be imposed on the imports of the former, either
because retaliation would therefore be more injurious to England
in the case of Portugal, _ or be__,,_e Portugal's capacity to buy
English goods would be reduced if England did not take her
wine. _

Those who urged restraints on the exportation of raw mate-
rial_ _specially wool--almost imrariably advocated prohibitions,
probably because on mercantilist grounds a stronger case could
be made for shutting-off access of foreigners to English raw
materials than for completely _utting-out foreign imports, with
the resultant danger of foreign retaliation, loss of shipping traffic,
and so forth. It was always assumed by advocates of export pro-
hibitions on raw materials that if foreigners could not take them
unmanufactured they would be forced to buy them in manu-
factured form, so that trade would gain instead of lose thereby. _
Tucker, consistently with his balance-of-labor doctrine, recom-
mended that taxes on exports should vary inversely with their
completeness of manufacture, even to the extent of aimolute pro-
hibitions of export for raw materials, while the taxes on imports
should vary directly with their completeness of tzanufacture.go

There were few criticisms of the absolute prohibition of export
of raw materials, and especially wool, and these came chiefly from
spokesmen for the agricultural interest, g° But the objection was
som_ made thatthe _ weaverswere not m de-

e_leasmu_ as_.7 w_Id,_eT willyet_i_me _ _H _a_ e_,7can,and
_ witht_ _s ru_.,thatcmmmism _; if the71o_
omd_n_ e_.r_ mou_...?'

FmOlad, x_a&p. 3o,note z).
"Tbe _ of woolwas first_ ia _. OCher_ who_

¢x_twa__,aaeid_ffi'searth._cl_r. bi_ka_aud_V/mg
mffi*im_.
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pendent on English wool as the advocates of the prohibition
el_al_med,and that the prohibition would not be effective, there-
fore, in preventing the development of a continental wool indus-
try. Sheridan also recommended "vast" duties on the export of
raw material, especially wool, with additional duties when attempt
was made to export without paying the tax, in preference to the
absolute prohibition then in force, infraction of which was a
felony punishable by death. If the penalty for violation were a
fine, instead of death, many would turn informers "who now out
of tenderness of men's lives forbear the discovering this injurious
practice. "sl Petty asked whether when English clothiers could not
sell all the woolens that were already produced, it would not be
better to lessen sheep-raising and transfer the labor to tillage.
If additional corn was not needed, and there were no idle hands

and more wool than could be worked up, it would be proper to
permit the export of wool. But if the advantages of the Dutch
in making woolens exceeded those of the English by only a little,
so that it would be easy to turn the scale in favor of English
woolens, he favored the prohibition of export of wool. _ Brewster
opposed the prohibition of the export of wool on the ground that
England had an oversupply of it? s Henry Home urged that the
export of wool should be made subject to a moderate duty instead
of to an outfight prohibition. The French had alternative sources
of supply, and absolute prohibitions stimulated smuggling. Free-
dom to export would result in an increased output of wool, and
therefore in lower prices to English woolen manufacturers. The
export could be prohibited at times of high prices, and thus
difficulties created for the foreign rivals of English woolen manu-
facturers at critical times when the raw material was scarce. The

revenue from export taxes on wool could be used to pay an
export bounty on wool cloth. _ In general, Home favored the
restriction of the export of raw materials only when free export

"d d/_omr/e on the ,'_e aad power of par//om_s [z6"27],Bannistere&,
PP.198-_g

=Tr_ ot t_tt [t66a], _cm_a/c Wriglags,Hull¢d., I, 59. Cf. also simi-
larlymodega_viewswith reapectto leather,but a muchmoreextremeattitude
withr_ to theexportof wool,JohnCary,,4n essayon tke aate of Englamt,
inrelatlonto its trade, I695,pp.2I, _-40.

=New ssm_, xTo__
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would not lead to increased output and therefore to a lower price
for English manufacturers, u

Diacriminatory Treatment of Domestic Industries.---The
argument for international specialization in industries is, of
course, the central point in free-trade doctrine. There were some
instances, however, of writers who were so anxious that England
specialize in some particular industry or industries that they pro-
ceeded to the length of a sort of inverted protectionism, and pro-
posed that other domestic industries which competed with the
ones they regarded as of special importance to England should
be suppressed or limited. As early as I564 Cecil suggested that
it would be good for England to make and export less cloth, so
that corn should not have to be imported, because clothmakers
were harder to govern than farmers, and because so many were
employed in making doth that labor had become scarce for other
occupations, u One writer would have suppressed stagecoaches,
because they led to less drinking in inns, fewer privately-owned
horses, and other similarly objectionable conseqaences, s7 An
anonymous writer in I69I opposed any attempt to set up a linen
industry in England, because it would interfere with the woolen
industry by causing an increase in spinning wages, ss Another
writer argued that :

... the woolen and silk manufacturers of this kingdom being the
staple of our trade, and the most considerable and essential part of
our wealth .... it is therefore the co_on interest of the whole
kingdom to discourage every other manufacture, whether foreign
or assumed [i.e., domestic?] so far as those manufactures are ruin-
ous to and inconsistent with the prosperity of the said British manu-
factures of wool and silk.m

ml/dd., I, 493. Home al_reatly failed to see that increasedla-taita:t_ for
exportwouldnot, of itself, lead to lower Eugllsh prices.

n"Menmtamtum by Cecilon the export trade in cloth and wooF' [iS64?],
TEl)., II, 45 ft.

s, The aad¢"_ _des d_z_.d, rtlarired_aia. I6_ PP. _o-_.
"T_ _ aad _ _m,da_a,y _-m-.-a_... [r_q, in John Smith,

C/v'oa/coa_u_cam-comm_¢_, I, a83-_

tie woo//_ amdsl/k ma_/acuo'e, ad el. x7:9, iatrod_, I_ 4. This
was dim_ afalnst the eallm i_lum-y. Ia anger to it, Asgill re_" _
r_ker _ r_ _ieoes were _ eor_ro_tle_" t_t _eoes eor_m_

a_me for re_ of the_k as of the calico imlmtrs_A_lk A _i_l
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Defoe approved of encouraging all manufactures that could be
set up in England, but "with this one exception only, uarnely,
that they do not interfere with, and tend to the prejudice of the
woolen manufacture, which is the main and essential manufacture

of England. ''_° Arthur Young argued that because agriculture
was more valuable to England than manufactures, no encourage-
ment should be given to the increase of manufactures until Eng-
land was completely cultivated, "it being proved that, until such
cultivation is complete, the generality of them [i.e., manufactures]
are a prejudice to the state, in that circumstance of not being
employed about the most important concern of it. ''41

Those who presented such arguments were usually, of course,
special advocates of some particular industry rather than dis-
interested students of the general welfare, but it is of interest
that they should have thought it possible to appeal to the public
by such reasoning. There was, in fact, some actual legislation
based on the principle of discouraging industries which interfered
with other industries regarded as of superior importance. Defoe
cited the prohibition of the cultivation of tobacco on the ground
that it would use land useful for raising wool, _ and alleged
(apparently without basis in fact) that the mining of inland coal
was not permitted in certain localities because it would injure
the shipping trade, as examples of actual measures based on this
principle. From I699 to I7-_o a series of acts was passed pro-
hibiting covering buttons with wool, or with silk or mohair
imported from other countries than Turkey, in order to promote
the English silk industry and the trade with Turkey, with which
country the balance of trade was favorable. Further examination
of the trade legislation would no doubt reveal additional measures
involving the deliberate discouragement of one English industry
in order to benefit another.

"[Daniel Defoe] An humble proposalto the peopleof l_ngtand [ITa_)],The
_el.s asd miscellaneous_orks, z84aed., XVIII, 5o.

[ArtlmrYoung] The tarmer's letters to the l_ople of Englnmd,2d ed., I768,
P.4_

aCg _ act prong tke pla_i_ o! tobaccoin B,gla_, 165Z:WCherea_
diversgreatquantitiesof tobaccohavebeenof lateyears andnow are planted
in _ tmxtsof this nation,tendi_ to the decayof _ and tillage,
the Im_mlieeand himtrmaceof the EnglishPlantationsabroad,andof thetrad-
n_, e0mm_e, mviptiou, and _dvpi_ d this mfiott... Be it enactedand
o_ that no personor persomwhatsoever.., plant,set, grow, make, or

amytolam_ in any faad,place or plac_ ,iihin this mulo_..."
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The Reexport Trade.nTo foster the reexport or entrep6t
trade, and to win the carrying trade away from the Dutch without

opening the domestic market to foreign goods, free ports, draw-
backs, and bonded warehouses were generally approved by even
the extreme mercantilists, 48 b_t some writers approved of the
prevailing restriction of drawbacks of import duties to corn-
modifies which could not be conveniently manufactured at homey t

A more important and radical proposal, however, was that all
import and export duties be abolished, and that there be substi-

tuted, both for fiscal and for trade regulatory purposes, internal

excises on the consumption of foreign manufactured products.
This would free the merchants engaged in reexport trade from
the inconveniences and expense of the drawback system, and thus
enable them to compete more effectively with their foreign rivals. _

a Hun,Eaglaad'$ treasure by ]orraign trade [I668], Ashley ed., p. I6, advocated
specially favorable customs treatment of the reexport trade. The establishment
of free ports was specifically recommendedby B. W., Free porl$, I652 (not
available for examination); Maddison, Great Brilains remembrancer [164o],
1655,pp. 37 ft. ; Violet, Mysteries and secrets, I653, pP. 22 ft.; [Sheridan] A
discourse on the rise and power o] parliaments [1677], Bannister elL, p. aI4;
[Petyt] Britannia languens [168o], McCulloch ed., Early English tracts on com-
merce, p. 359; Gee, The trade and navigation of Great Britain considered [1729],
I767, pp. I8o ft. Petty apparently opposed free ports, because they would facili-
tate evasion of duties on imports for consumption--A treatise o[ taxes [1661], in
Economic Writings, Hull ed_, I, 6z. Some steps toward the establishraent of a
drawback and bonded-ware,housesystem were taken in the se.e_teenth century
(e.g., 16 Car. I, cs. _5, 29, 31 ; I4 Car. H, es. II, aS, 27) and further extensions
were introduced in the eighteenth century, but England has never had any free
ports.

" E.g. Mildmay, The/aws and pal/cy of//n0/and, 1765,p. 70.
"F._. [Petyt], Britann/a 1_ [168o], M©CaRoe', ed., Early English

tracts o_ commerce, pp. 317, 497; Davenant, Reports to the commissioners
[I712/I3], Works, V, _19; Dobbs, ds essay o,t the trade msd im/tJroeement o_
Ireland, I729, Part II, pp. 30, 31 : _Since all duties inwards, besides being dis-
advantageous to trade, are found to lie at last upon the consumer; and the
landed interest, the rich and Immriom pay the greatest l_rt ; the gcadentest
and best method of raising taxes, and least expensive in trading countries that
have many ports to guard, and of semrias the payment of the datie_ aud pre-
venting _he frauds in _dng them _, would be to _e off all port
duties and place the taxes upon land, moveables and inland excises .... Where
the iateutlou is to discouraze the importation of foreign goods ¢¢eiudicial to
the public, there to put hlgh Hcemes and _/e;ses upoa them in the retailers, or
_ hands; and if tl_ are mtirely _ rhea to lay the lam_
_,,_ tI_ _ or wlaax.ver f_aEl." CL also Joim Cdllm, ,4 _ for _

is of Iri_ cattd, _ _ az, where the Dutch me d __-_._g__snot levied
until the goods weee soM for camumpfam is eredited _ heiag athe prime
came ol the sremmss of the Datch trad_ weal_ aml rmter at seaY
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It would at the same time get rid of the customs duties imposed
on English goods for fiscal reasons and inconsistently with mer-
cantilist doctrine. _ Walpole was sympathetic to such a policy, and
under his administration the customs system was overhauled in
the direction of freeing imports of raw materials from duty and
abolishing export taxes except on commodities such as lead, tin,
and leather, with respect to which it was supposed that the de-
pendence on English supplies would force the foreigner to bear
the tax. On several foreign commodities, also, import duties were
replaced by excises on domestic consumption. In I733, Walpole
proposed to move farther in the same direction by substituting
internal excises for the import duties on tobacco and wine. In
support of his proposal, he pointed out that it would leave the
reexport trade in those commodities wholly free from taxation
and from the inconveniences and expense of the drawback sys-
tem.4TThe proposal has not appeared objectionable to later com-
mentators, but Walpole's political opponents, appealing to the
traditional connection of excises with the exercise of arbitrary
power by the government against the people, and stressing the
inconveniences which would result if, as alleged, acceptance of
this limited excise would quickly lead to its wide extension, suc-
ceeded in arousing violent opposition to the measure, and in
forcing its abandonment.

l_.xport Bounties.as--In 1673, an export bounty was granted
on corn. It remained in effect, however, only for some five

*eThe mercantilists complained repeatedly against the duties laid on English
exports for fiscal reasons, and Misselden, in x623, cited the Dutch as a model
tofollow in this respect because in Holland "their own commodities [were]
eased d charge, the foreign imlmsed.'--The circle of commerce, p. I35. CL
also Robinso_ E_glam_ _fety;/_ trades tmcrot.Je, I64I, pp. 8"9; Violet, Mys-
teries mad Jecrets, x653, IX 14; Reynel, The true E_glish interest, I679, pp. lo-
xx: "No customs, or very small, should be paid for exportation of our own
manufactures. It were better to advance the king's reventm any other way than
by gaining custom on our own commodities, which hinders exportation, or to

foreign exmmmdities that we can nmke here, to advance the customs" ;
Mddmay, The law, a_l policy of England, I765, p. 73: "It must give us the
utmost concern to find several duties at our ports imposed to satisfy rather the
public exigency of our government, than to regulate the interest of our foreign
corlh_"

a [Robtxt Wallmle] A l_lter Item a w,ember of _ to hi, trim_ in
the coma'r3, conc_ _ dinkiesom oof_eand tvbacco,x733, PP. 21 ft.

"On thehistoryof theexportbountiesoncorn,seeD. G. Barnes,.4 hlaory
of the_olijh cornImp, frossxf6o-r846,i93o.SeealsoJacobV'mer'sreview
o_thishook,lour-,.alo! politicaleconomy,XXXVIII (x93o),7m-z2.
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years, but a new bounty was established by the famous corn
law of x689, and continued in effect, except for temporary sus-
pensions, until I814. Later, other export bounties were granted
on linen and silk manufactures, sailcloth, beef, salt pork, and
other commodities, and these were not repealed until the nine-
teenth century.

Until the second half of the eighteenth century the export
bounties do not appear to have aroused much comment, favorable
or unfavorable, in the contemporary literature, perhaps because
the circumstances were then such that they had little practical
importance. After z75o, however, there was considerable opposi-
tion to the corn bounties, especially in periods of short harvests,
and the poorer classes repeatedly engaged in violent rioting in
protest.

In so far as the export bounties stimulated the production and
export of the bounty-fed commodities, the mercantilist would of
course be predisposed to favor them, and on these simple grounds
John Houghton defended the first corn bounty; "° and later
writers, r_ not all of whom were frank partisans of the agricul-
tural interest, defended the later bounties. Henry Home supported
the export bounty on corn both on these grounds and on the
grounds that it had hurt French agTiculture and therefore weak-
ened France in case of war. In the same spirit he recommended
a bounty on exports of manufactures to the colonies, "which by
underselling them in their own markets, would quash every at-
tempt to rivalship. ''"t

The corn bounties were attacked on the grounds that by making
corn dearer in England they resulted in a raising of wages and
in the general cost of living, and thus impaired the capacity of
the English to compete with other countries in non-subsidized

wA collectionof letters, I68I-8_ lJ_
"F_, Gee, T_ t_ =14 .adgaa_ # a_ Br/_h co_trd [t7=91,

x767ed.,_ _5; [CharlesSmith] Three tracts on t_ earn trade _ corn/n_s,
_1 e_t, tr66, p_/m: [Mit__yl _'_ _ aMrpolicy of l_nola_l, t76S, pp.
56 ft.; [ArthurYotmg] The f_$/e_er$, zl ed., t768,PP.44 ft, andPolitical
a_tr_,tic, t7"14,PP.=9 if, CL alsoThe wan,foct_nrr'spleaJet t_ bomttyon
corm_ es_on, 11754,1_6: =It cmmot,I think,be dlmiedthatthereal pro-
ee_lsof everyq_a.,_ ofcorn,I meansomanyat leastastheexporterwould
bedisabled_'_ _-_ tomarketwithouttheaidd thisImm_, addto the

'_ ll_bli¢at leastt_ excee_oftlais_Y Also,/b/d.,1_8.
: " _ltetc_z at tl_ lff_stoOof man,xgl4,I__ if,
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commodities, and especially manufactures. _ But some of the sup-
porters of the corn bounties denied that they had in fact made
the price of corn higher in England or lower abroad than it
would otherwise have been. r_

Infant Industry Protection.--Modern writers usually credit
Alexander Hamilton or Friedrich List, or even John Stuart Mill,
with the first presentation of the "infant industry" argument for
protection to young industries. It is of much earlier origin, how-
ever, and is closely related both in principle and in its history to
the monopoly privileges granted to trading companies opening up
new and hazardous trades and to inventions (the "patents of
monopoly"). A complaint of 1645, that the circumstances which
originally justified the grant of trading monopolies were no
longer present, reveals the probable origin of the infant industry
argument for bounties or import duties:

Those immunities which were granted in the infancy of trade, to
incite people to the increase and improvement of it, are not so proper
for these times, when the trade is come to that height of perfection,
and that the mystery of it is so well known...._

Some early presentations of the argument for temporary pro-
tection or bounties to "infant industries" follow :

And that the linen and iron manufactures may be so encouraged
here by a public law, as that we may draw these trades solely to us,
which now foreign nations receive the benefit of, there ought in the
first place to be a tax or custom at _east of four shillings in the
pound put on all linen yarn, threads, tapes, and twines for cordage
that shall be imported into England, and three shillings in the pound
upon all linen cloLhs trader four .qhilllngs the ell; and this law to
cominue and be for seven years. And by virtue of this tax or im-
portion, there will be such advantage given to the linen manufac-

uCL _, New esmy, en trade, xT_, l_ $4; Doblm,.,qme_ os the
md i_'ovtm_ ot Irdard, rrao, Part IL p. 64; Decker, _4_essay os

the ,_, of the dscli_ ot the tordO_ tr_ [z744], x756,pp.65 ft.; Omiah
Tucker]T_ e_s ¢/0k¢ de.sou o/_ro_._o_ ass/O,_, t_6, p. a4, and
C_ _ t_ _I_, ¢o_rer md eir_rs ot the _tado_,
x77x,p.

4the&, z_,4, Art. "Coon,"S/v_ a 8ood mtemmt d the _ wed on
bo_ iles.
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ture in its infancy, that thereby it will take deep rooting and get a
good foundation on a sudden.... "

[I am] fully convinced ... that all wise nations are so fond of
encouraging manufactures in their infancy, that they not only burden
foreign manufactures of the like kind with high impositions, but
often totally condemn and prohibit the consumption of them ....

Upon the whole, premiums are only to be given to encourage
manufactures or other improvements in their infancy, to usher them
into the world, and to give an encouragement to begin a commerce
abroad; and if after their improvement they can't push their own
way, by being wrought so cheap as to sell at par with others of the
same kind, it is in vain to force it.sY

I have now, I thJ,k_ shewn, Sir, that tl_ linen manufacture...
is but in its infancy in Britain and Ireland; that therefore it is im-
possible for our people to sell so cheap, or to meet with such a ready
sale even here at home, as those who have had this manufacture
long established anaong them, and that for this reason, we cannot
propose to make any great or quick progress in this manufacture,
without some public encouragement,u

• . . it must be ridiculous to say to an infant manufacture, or while
it is in its progress toward maturity, you have no occasion for any
public encouragement, because as soon as you can make the quantities
and qualities wanted, and sell them as cheap as those who have been
long in possession of the manufacture, you will certainly find a vent
for all you can make?'

All manufactures in their infancy require not o_y care, but con-
s/derable expense, to nurse them up to a state of strength and vigor.
The original undertakers and proprietors are seldom able to lay down
at once the necessary sums; but are obliged to take time, struggle
with difficulties, and enlarge their bottoms by degrees,s°

"Aa&-_w Yarrantm,B,,g/ad', w_n_-_ b_ _.a a_ /a_ [x677]. as
citedby PatrickDove, "Acamuto/Andrew Yarnmton,"_ to hi_ The

"William Wood.A _m_ oftr_¢,tT_, 1_ _t-aS.

P_ I_ i_ 6_ See _bo ;b_., I_ 62 L

1"I'lL, p.
•"_. the .q_¢_ _ trade aud __" _¢o_, _oa_/_, II (x74o),
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Mercantiliam and Protcctioniam.--It is not easy to make a
sharp distinction between mercantilism as commercial policy and
the modern doctrine of protection, for they differ more in their
distribution of emphasis than in their actual content. The modern
protectionist urges the importance of restricting the imports of
foreign goods of a kind which can be produced at home in order
that domestic production and employment may be fostered. He
does not stress as much as did the mercantilist, and he may refrain
from discussing, and may even reject, the balance-of-trade doe-
trine. Except in its more popular manifestations, modern pro-
teetionism does not lay special stress on the desirability of increas-
ing or maintaining the national stock of bullion. But most of the
arguments commonly used by modern protectionists were already
current in the mercantilist periocL Even during the seventeenth
century, and frectuently during the eighteenth century, tracts were
written which made no reference to the balance of trade or to

monetary considerations, and dealt only with the desirability of
protecting domestic industries in order to increase employment
and production. _a Usually, however, the balance-of-trade argu-
ment was invoked to reinforce the employment-production argu-
ment for import restrictions. Few writers, apparently, saw any
possibility of conflict between these arguments. But the "balance-
of-employment" argument, when it asserts that the "balance of
work" is a better test than the balance of trade of whether trade

is beneficial or not, can be interpreted as a plea for the greater
importance of the protectionist than the monetary phases of mer-
cantilist doctrine, and one author condemned the East India Com-
pany because it brought in silks to be consumed in England in
place of English silks and woolens even if its activities did result
in more gold coming into England than it took out. u There are
no important differences, also, between the legislative devices of
the mercantilist and those of modem protectionism. The chief
differences appear to be that: abo_tL_e prohibitions of import are
less common, and commercial treaties and tariff bargaining rela-
tively more Lraportant, now than then; export prohibitions have
almost completely disappeared; rates of duty are generally much

*_The fast me of the term '_mtim" in the modernsense that I have
noti_ is haA_ll's ,4 _ _awtr to a h/e/_ate o! _ ¢_a/oa, xTx9,pp.
to ft.
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higher now than then (although a contrary impression is prev-
alent); and there has been a substitution for some of the old
arguments of new or partially new ones of comparable intellectual
quality.

II. THE COLLAPSE OF _[ERCANTILIST DOCTRINE

The Self-regulating Mechanism of Specie Distribution.
After Hume and Smith had written, mercantilism was definitely
on the defensive and was wholly or largely rejected by the lead-
ing English economists. That their victory was as great as it was,
was due largely, of course, to the force of their reasoning and the
brilliance of their exposition, but it was due also in large part to
the fact that, even before they wrote, mercantilism as a body of
economic doctrine had already been disintegrating because of
dissension within the ranks of its adherents and attacks by earlier
critics. An important element in its collapse, especially in its
monetary phases, was the development of the theory of the self-
regulating mechanism of international specie distribution. The
most influential formulation of this theory in England 2 prior to
the nineteenth century was by Hume. But its most important con-
stituent dements had been stated long before I_ume, and several
earlier writers had brought them together much as he did.

Stated briefly, the theory is that a country with a metallic cur-
rency will automatically get the amount of bullion it needs to
maintain its prices at such a level relative to the prices prevailing
abroad as to maintain an even balance between its exports and
imports. Should more money than this happen to come into that
country, its prices would rise relatively to those of other coun-
tries; its exports, consequently, would fall, and its imports in-
crease; the resultant adverse balance of payments would have to
be met in specie; and the excess of money would thus be drained

On this wa/on d. AugelL_ t_,_ of _tema_/o_ p_e:, _9_6,chap. ii.
*In RichardCantillon.E.zsai_,r la aatare da commercee,_ gbdn_l, wrltWa

co_x73o,but not _ mail xTSS,the s¢l{_ mechanismis clearly
and ably ea_uad_ See ¢speclaUyI_ zSO_ ia tl_ z93I reprint,editedby
Hmry High. Althoughmaterialtrom _s _ had beea usedby
Frenchand Eaglid_writ¢_ betm'eits _ I have ioand no ¢videme
flu_ any part d hh _ d flle s_H._ath_g _ appear_ in

bdore I_, or that H_me was _ _ or _Jy, by
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off. If, on the other hand, a country's monetary supply should
happen to fall below the amount necessary to maintain equilib-
rium, its prices would fall relative to those abroad, exports would
rise and imports fall, and the resultant favorable balance of pay-
ments would bring in an amount of specie from abroad sufficient
to restore equilibrium. For its formulation and its use as a basis
for repudiation of certain of the monetary phases of mercantilist
doctrine, five stages had to be achieved :

x. Recognition that net international balances of payments must
be paid in specie.

u. Recognition that the quantity of money is a determinant of
the level of prices.

3- Recognition that the volume of exports and the volume of
imports depend on the relative levels of prices at home and
abroad.

4. Integration of the three preceding propositions into a coher-
ent theory of a self-regulating international distribution of
the money metal.

5- Realization that this theory destroyed the basis for the tra-
ditional concern about the adequacy of the amount of money
in circulation in a country, at least as a long-run matter.

The first proposition was an important element in the mercan-
tilist doctrine, and was universally accepted. A quantity theory of
the value of money, as has already been shown, was held by
many of the mercantilists, and there were few who rejected it
once they became aware of it. There remains to be examined only
the progress made toward attainment of the last three stages.
Vague statements suggestive of the existence of a self-regnlating
mechanism of specie distribution but not specific as to its character
willbe disregarded,s

RecognitionthatlowpriceswereconducivetoLargeexportsand
highpricestolargeimportswas fairlycommon even.intheearly

mercantilistliterature,but I havenotbeenabletofindany gen-

_Oneveryearlyinstancemaybequoted:"But I say confidentlyyouneednot
fear this penury or scarcem_ of money; the intercourse of things being so
estahl_ throughoutthe wholeworld,that there is a perpetml circulationof
allthatcanbenecessarytomankind.Thusyourcommodities_IIeverfindout
mm_?--Sir ThomasMore in the House of Commons,xs_ cited in White
_. A com_k_ /_ory of Fmg/m_, x_, H, SS.Cf. also the quotation
fromJohn Hough.on (_O, p.49, swpm
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eralized statement setting forth the dependence of the trade
balance on the comparative level of prices until the end of the
seventeenth century. Malynes at one point approached surpris-
ingly close to a grasp of the self-regulating mechanism, especially
if one considers his general obtuseness and obscurantism. He
argues that if the manipulations of exchange dealers forced Eng-
lish currency below its mint par, coin would be exported, home
prices would consequently fall, and foreign commodities would
rise in price because of the increase of money abroad? Had he
proceeded to consider the effect of these price changes on the
balance of trade and on the flow of specie, he would have pre-
sented a complete formulation of a full cycle of the self-regulating
mechanism. He proceeded, instead, to denunciation of the ex-
changers. Except for the development of the quantity theory of
money, I can find no real traces of further progress in this con-
nection until the last decade of the seventeenth century. _

Locke is sometimes credited, wrongly I believe, with having
come close to a satisfactory statement of the sdf-regulating
mechanism, although he did make some advance in that direction.
He states that a country in commercial relations with, and using
the same metal for currency as, the rest of the world requires
under given circumstances a certain (presumably minimum)
amount of money if a certain volume of trade is to be carded on
at all, or is to be carried on without loss :

That in a country, that hath open commerce with the rest of the
world, and uses money, made of the same materials with their
neighbors, any quantity of that money will not serve to drive any
quantity of trade; but there must be a certain proportion between
their money and trade. The reason whereof is this, because to keep
your trade going without loss, your commodities amongst you must
keep an equal, or at least near the price of the same species of corn-
modifies in the neighboring countries; which they cannot do, if your
money be far less than in other countries: for then either your corn-
modifies must be sold very cheap, or a great part of your trade must

4A treat_ of ti_ ca_ [t6o_], T.J_.D.,IH,
"A lmsaSe cited I_ _ (T_ory ot _ pr/ces,p. _4) as quoted

by Malyma ia x6_ G.._ an mideatiCaedemmaaporaryamid, doesappear to
state vdth_ e.learaemthe _ of speciemovmmatson the rela-
ti_ _-lm d maueyat home aml _ am1 the _ of the _lue of

_ i_ qmm_dty.But°_hequowd_ is _ the _ened Edward
Mis_dm (Fn_ tn_¢, zl e_, _, p. xo4)whobya low _lue d mon_ mere
a ldO_mi_'__'ice of butlionradm thanlow lmrctmshwpowerover
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stand still, there not being money enough in the country to pay for
them (in their shifting of hands) at that high price, which the plenty,
and consequently low value of money, makes them at in another
eottntry .... 6

He proceeds to illustrate by imagining that England loses half
its money, other things there and elsewhere remaining unaltered.
Either half the trade, employment, etc., would cease, or prices,
wages, rents would be cut in half. If the latter should result, do-
mestic commodities would be sold abroad cheap and foreign corn-
modifies would be bought dear, to the loss of the country, 7 and
labor might emigrate to where wages were high. Eventually, be-
cause of the relatively high foreign prices, foreign goods would
become scarce (i.e., imports would fall?). He says nothing as to
the necessary as distinguished from the possible and the desirable
relations between l_rices at home and abroad, and he gives not
even a hint that the departure from the initial and desirable situa-
tion will breed its own correctives, through its influence on price
levels, commodity balances, and specie flows, s All that Locke had
of the elements of the self-regulating mechanism was the quan-
tity theory of money, with even here the defect that at the critical
point he failed to make use of it and implied instead that a serious
maladjustment lmtween prices and the quantity of money was as
likely to be corrected, presumably permaneatly,by a consequent
change in the volume of trade as by a dmnge in prices.

In dealing with the factors determining the e_xc_h_ge rates,
Locke was much more penetrating. He explains the exchange rate
between two cotmtries as due to: (I) "the overbalance of the
trade," which, the context shows, means the balance of payments

"Somec_/_,w_ of t_ _ _/_a [tOt], Wm,_, ts_ _ V,
49.

*In modem teradm_l_y, the _ of tra_" wouldbe I_ fmanl_ Ib/d,,

(op. ¢/s. t_ _) gum a mu_ mate hvmffil_ _
L0d_ aad_ him with _he fit_toutlinethat I hart _ of a theory
of haamfimal WkeL" Buthe doeseo _ te _ ia dlm "v_at willbe"
wherel.e_e_w_mth6_ble___kn_ed.
He_ to fred Loc_ _ became be ,t6daot thissk"that money,
desoiteits di_ibuti_in a _ _ to trad_ ite_ a uniformvalm
throuZh_ tht wot_ aml _ to _ml the immisttm_, a tmmae whkh
showsclesu-ly,,,tin I bes'zcmamd, mm_. that I.a_ did not befic_ that
moae_is amml!y dlm.ibmedin a _ _ to trade: "]goa_... is
._ =oa _ ta that _I tah_ _,t _ a_/am mma7/a _ u
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resulting from past transactions; and (2) the relative plenty of
money (identified with liquid capital) which affects inversely the
opportunities for profitable investment of surplus funds, and
therefore determines to what country they will flow. He states
fairly deafly the limits beyond which exchange rates cannot move
without leading to specie flows?

North, in I69I, presented a concise formulation of an auto-
matic and self-regulating mechanism, which provides a country
with the "determinate sum of specific money" required for carry-
ing on the trade of the nation. 1° It is not, however, the mechanism
described in the modern theory, and is not, explicitly at least, an
explanation of the international distribution of money? x The
mechanism which he presents consists of an automatic ebb and
flow of money into and out of circulation according to the unex-
plained specific requirements of trade. When because of troubled
conditions money is hoarded, the mints coin more bullion, whose
source is not explained. When peace returns, money cQmes out of
the hoards, the mints tease to coin bullion, and the excess of
money is melted down "either to supply the home trades or for
transportation abroad. Thus the buckets work alternatdy; when
money is scarce, bullion is coined; when bullion is scarce, money

"Ibid.,pp.5o-5LLockeexplainsboth (x) the specle-importpoint (mint par
mitresinsurancebetweenHollandand Englandminusadditionalcost of ship-
mentbecauseof an assumedpenaltyo_atheexportationof bullionfromHolland)
and (2) the point at whichan Englishmerchanthavingfundsin one country
will decideto transferthemto another,whichwill be detexminedby the rela-
tive opporttmitiesfor l_rofitableuse ill tile two ¢oii_a_ies,the cost of tram-
raison, andthe risk connectedwith investmentin a foreigncountry.

Angell (op. clt. _ =_) findsthe tit-st dear statemmt of the =r_ele-polnt
medu__i=nin Clement (z696). The speciepoints mast be dear to nz_,ns
as soon as they actuallyeugaWein bullionand exchange _cm, and
Greshamgives an adequatestatement of the spocie-importpoint in I558. EL
J. W. Burgon,The lifea_l _ of Sir ThomasGredum_,_ I, 48Y_C(.also
Petty, Treatise of rases [1662],Economic terith,gs, Hull ed., I, 48: "As for
the nataral measnr_ ot exdange, I say, that in times of peace,the greatest
exchancecan be bet the laboro_carry_ the rammytn _ele, b= whereare
haza_ [and] enmlV_ rues for amey mere in one place tlma anether,etc.,
or cl_io= of these true or fd=e, tl_ _ _11 be goverael _ theat_
Ct also,/_ Tt_ _ mao_ of l,_=d [ ff_t], in Bern wr/_icas,
Hulled, I, d_86: "T.xdamtge¢=mnever be aatural_ more th=mthe hind
and w-_ of __ the two_, and the imuraneed
the same tq_a the Way,Hthe nmey be ahlceinbeth ida==."

act Anedl (or. _., r_ xT) for a aiOnl_ mo_ _ _
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is melted." He fails to relate this process either to price move-
ments or to movements in the balance of trade.

Samuel Pratt, in 1696, urged that funds be voted to the king to
meet the expenses of his Continental armies and denied that the
consequent remittances to the Continent would drain England of
its silver by an argument which not only corrects the "sinews-of-
war" emphasis on money but, in spite of its compactness, is a
satisfactory statement of the self-regulating mechanism if, as
seems to me reasonable, "cheapness of silver" may be interpreted
as meaning high commodity prices :1_

Which uncoined silver will for the most part find its way back
again, becausethe carrying over so much every year will glut that
placeto which 'tis c_rriedso that silver will becomecheapthere, and
they must disgorgeat the best market;which England, in all prob-
ability, will be. And the effect of that overbalancewhich foreigners
must, as cases now stand,_get by us, cannot be carried out of the
nati_t_but in other ccarataxtitiesbesides silver,is

William Wood supposes that by accident forty-odd millions of
publicmoney were to be found in specie trader the ruins of White-
hall, and were paid out to the public creditors, and proceeds to
trace the consequences. Interest would fail; either the added bul-
lion would be hoarded or converted into plate, or else prices and
wageswould rise and exports consequently fall. If the free export
of money were not lg.tmitt,_ England, since it now had smaller
exportsand high prices, would therefore now be worse off instead
of better, with the implication that if it were permitted money
wouldbe exported in consequence of an unfavorable balance of
payments.From _hich he concludes that a favorable balance of
trade is the only way to keep Bullion at home.14

In x72o , there appeared a remarkable essay of some thirty-odd
pagesby one Isaac Gerw_ise,apparently his only Imblieation, in
whichthere is presented an elaborate and closely-reasonedexposi-
tion of the nature of international equilibrium and of the self-

aHeeksdm-re_rds thisas too hvorablean interpretation,on the grom_d
that Pratt was referring to the e..lmaimessof saver solely in terms of other
coins,not of commodities in general (Mecc_cillsm, x935, II, aSx, note.)

u[Satm__._Pratt] The regtdati_ _ c_, made practlce_bte and eaaie.
t696,t_m3.See alsoib/d.,p. _o4.Cf.alsoHughChaat_laia, A co//ecaono!

me _#, 1696, p. 13: "%chinmore can be got by our _ comntodit_
bytmt_, matewill ex_-t _."

d _ o/wade, t7_8,1_ 335tL
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regulating mechanism whereby specie obtained its "natural" or
proper international distribution.15In spite of the peculiarities of
terminology and the occasional obscurities of exposition by which
it is marred, the essay marks a great advance over earlier doc-
trine in this field. The brilliance of its contents, and its complete
oversight by other scholars, due presumably to its rarity, warrant
its being dealt with in some detail.

Gervaise starts out with the proposition that gold and silver,
which he calls "the grand real measure or denominator of the real
value of all things," tend to be distributed internationally in pro-
portion to population, on the ground that only labor (i.e., the
product of labor) can attract specie. He proceeds immediately to
qualify this proposition in a manner which indicates that he be-
lieves that it is in proportion to national value productivity or •
real income, and to population only as that is an index of real
income, that specie tends to be distributed:

Whenever I mention the quantity of inhabitants, I always suppose
that regard which ought to be had to the situation and disposition
of the differentcountries of the world; the same quantity of inhabi- i
rants not producing the same effect in all countries, according as
their dispositionsdiffer.... as

If a country should for a time have more than its proportion
of specie, this would break the balance between _onsumption and
production. Consumption would exceed production, the excess
being met by increased imports or decreased exports. An unfavor-
able balance of payments would result,which would continue until
the proper proportion was restored:

When a aafiou has attracted a greater proportion of the grand
denominatorof the world than its proper share, and the causeof that
attraction ceases, that nation cannot retain the overplus of its proper
proportion of the grand denominator, because in that case the pro-
portion of poorand' rich of that nation [Le.,of producersand con-
stoners] is brolam;tha_is to say, the manlxarof rich is too great, in
proporfiou_ the poor, so as the, a_ioa cannot famish unto the

uIsaac Genaise, _,_ _ _ _/ekt_ of _hT_/d, z;rao.
Gervaisewas of FrenchHusmuotbirth,a_l was talomby his _ to
Irehmd as a claiM, tqxm l_e a_vocation of the _ of Nantes. He became an
AnSqlcm_aada frieml_/_ _. CLA. C Fraser,Lqe

mOp.¢/_ t_ _4. Q. al_ i_ z¢-_ _am_ it is ma_ dear_ this is a
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world that share of labor which is proportioned to that part of the
grand denominator it possesses: in which case all the labor of the
poor will not balance the expense of the rich. So that there enters
in that nation more labor than goes out of it, to balance its want of
poor: and as the end of trade is the attracting gold and silver, all
that difference of labor is paid in gold and silver, until the denomi-
nator be lessened, in proportion to other nations; which also, and at
the same time, proportions the number of poor to that of rich. 1T

Gervaise then proceeds to consider the effects of "credit," or
"that time which is allowed in trade_.... As all men one with the

other are equally subject to the same passions," the "denomina-
tors," or currencies, of all the countries are increased in amount
by credit in equal proportions: "Credit increases the denominator,
and adds unto all things an increase of denomination of value
proportioned to the increase of the denominator by credit," i.e.,
prices rise in proportion to the increase in currency through
credit, is If a country should, however, add to its currency by
credit in more than due proportion, that increase of credit will act
on that nation as if it had drawn an equal sum from a gold or
silver mine. It will retain only its proportion of the increase; "so
that the rest thereof will in time be drawn off by the labor of
other nations, in gold or silver." The mechanism whereby this
will be brought about is explained as follows : the increase in the
holdings of currency will lead the holders to increase their con-
sumption of goods; tess goods will therefore be available for
export; the adverse trade balance will be met by an export of
specie. The reverse happens when a country decreases the amount
of credit below its due proportion; by a corresponding process
gold and silver will be drawn from abroad until its "denomina-
tor," including "credit," has recovered its proper proportion to
that of other countries, is Gervaise concedes, however, another
temporary possibility: an even balance may be maintained in the
foreign trade even though there is increased consumption at home
through the surrender (whether for domestic consumption or for
export is not indicated) of the nation's "store or capital of ex-
portable labor," by which Gervaise apparently means that the
normal stocks of materials and finished goods may be allowed to

zb/_L_ r-S,
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run down. But once the available specie and stores of goods had
been exhausted, credit would have to be contracted until the "de-
nominator" was again in due proportion. _°

A relative excess of the "denominator," or of currency, on the
part of a particular country results, through its effect on the
trade balance, in a decline in the foreign exchange value of its
currency. If its excess of currency is great, so that coin becomes
scarce and the exchange value of its currency is low, foreigners
having claims for payment against that country in terms of its
currency try to reduce their losses by accepting payment in goods
and disposing of them abroad for specie. But this results in a rise :
in the wages of its labor and therefore also (by implication) in i

the prices of its commodities in terms of that country's currency,
and the foreign creditors find that wages and prices abroad are :
relatively lower, and must therefore dispose of these commodities
at a loss. They therefore "cease to credit this nation, bY importing :+
into it no more labor than they are sure to export out of it." In
the meanwhile, foreign manufacturers find that because of the
reduced value on the foreign exchanges of the currency of the _"
country which has expanded its currency they can afford to pay
a high price in its own currency for that country's materials, until +;
the prices of those materials rise more than sufficiently to offset
the discount on the exchanges. At this point, where he seems to :
be well embarked upon an explanation of the nmnner in which
equilibrium is established between a country with a depreciated
"credit" currency and a metallic standard outside world, Gervaise
unfortunately stops short._t

This summary of Gervaise's analysis, which does not do full :
justice to it, should nevertheless be strlticient to indicate how
striking an advance he had made toward a satisfactory exposition
of international equilibrium. Although Hume's exposition was
superior in its freedom from ob_ok_e terminology and much
clearer in its exposition, not until the nineteenth century was
there to he a mat_ for the comprehensiveness of Gervaise's ac-
count, with its specific provision for the necessity, under ¢q_dib
rium, of balance between a country's expo_ and its imports and
betweenits productionand its eom'ampfioa,and with its descrip-
tion of the role of wage rates and exchange rates in the mccha-

mIb/d.. p, I3.
"P.o/d.,I_. L.+-tP+
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nism whereby a disturbed equilibrium is restored,m Gervaise, in
fact, in approaching the problem from the income rather than
from the price angle, proceeded in a manner which many recent
writers have found more to their liking than that adopted by
Hurne and predominantly followed by the classical school, and
in this sense was more "modern" than his successors of a century
or so later.

Prior, in I73o, expounds one-half of the self-regulating mecha-
nism unobjectionably. After pointing out that the East India
trade draws silver from Europe, and thereby creates a scarcity of
it in Europe, apparently in relation to both gold and commodities,
he says :

And if so much treasure shall flow for any considerabletime in the
same channel, it'may put an end to that trade: for such large re-
mittancesin silver must in time makethis metalplenty in those parts,
and as its quantity increases, its value will lessen; so that by degrees
silver may come to bear the same proportion to gold in the East
Indies as it does in Europe, and their commoditieswill rise in pro-
portion.*t

Jacob Vanderlint, in I734, states the mechanism well, although
his exposition of it is so scattered through his book that it is not
possible to quote a compact statement of it. In the following
passage, he comes closest to a unified exposition of the mecha-
nism :

But no inconveniencecan arise by an unrestrainedtrade, but very
great adv'Mttage;since if the cash of the nation he decreasedby it,
which prohibitionsare designed to prevent, those rations that g_t
the cuh wilt certainlyfind everything advancein price, as the cash
increasesamong them. And if we, who part with the money,make
our plenty great enough to make laborsufficientlycheap, which is
alwaysconstlttttedof the price of victuals and d_i_k, our manufac-
tures,and everythingelse, wRl soon becomeso moderateas to turn
the _ of trade in ore'favor, and therebyfetch the moneyback

Vaadedint does not _ of this automaticmechanism when

mile alsola_ (pp.3u-34)qmlifnah/s coadasiomwithrespectto thepm-
tamiea*ia _h _ em be di_wlbm_in the ca_ whe_ themis i_e,--
_i_iI tmdlesor*ribe_
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it operates to raise prices, and advocates the encouragement of the :
use of gold and silver in the arts as a means of preventing a rise +

of prices when the balance of trade is favorable? 5 +
When Hume published his Political Discourses, in 1752, there-

fore, all the essential elements of the theory of the self-regulating
mechanism were already available in previous literature, and
several fairly satisfactory attempts to bring them together into a
coherent theory had been made. Hume, however, stated the theory
with a degree of clarity, ability of exposition, emphasis on its :.
importance, and consistent incorporation with the remainder of
his economic views, which most of these earlier writers did not
even distantly approach. _6 Since his account of the mechanism is :o
reexamined in a later chapter, attention need be called here only +
to some particular phases of his analysis. He includes in the gen-
eral mechanism as an additional equilibrating factor the influence
of variations in the exchange rates on commodity trade, _ a point
which apparently no one had hitherto brought diiectly into an
exposition of the larger mechanism of adjustment. He remarks
that the mechanism is not peculiar to international trade, but also
operates internally between the districts of a single country? 8 He :
does not quite follow out the consequences of his analysis to what
later exponents of it regard as its logical significance for long-run
policy, namely, lack of concern about the quantity of money in a
country; for without stating the qualifications which would pos-
sibly justify his position, he disapproves of paper money which is
not merely a certificate of deposit of an equivalent amount of
metallic money, because it drives hard money out of the country,_
he concedes that for wars conducted on foreign soil, and in nego-
tiations with foreign nations, a country derives benefit from
an abundance of metallic money at home; _ and he concedes

" lbid., pp.93-95..Seetv,Pra,p,So.
"Politico2 _¢,.m,r_ [_TSal.in _. mord. po//t/ca/,asd/,erar_, xgTS

etL.I. S3of_.
_ Ibid., p. 333, note.
"./b/_, I, 3..34-3_
"Ibm, I, S37_.; I,3!lt_ Cf_ however,_., I, 339ff.
"/b/_., I, 337. _ Smith found tault with Hume for tm_ _e a

_tle imo the _ti_ tl_ _l_llc q_em:e _ in _,_ _ _

alxmt::,6,1).Canto._ _JO6,1_ W7. To l:i_'s _ to _
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that an increasing amount of money acts as a stimulus to in-

dustry? x
After Hume, the self-regulating mechanism was much more

frequently and more dearly stated than before. Patrick Murray
(Lord Elibank) disapproves of paper money because, on quantity-
theory grounds, it results in a rise of prices, a check to exports,
and consequent depression, but:

These inconveniencies, when arising from a plenty of real money,
are fully compensated by the riches which occasioned them, and the
above stagnation of trade'will last no longer than other states con-
tinue to undersell us, which cannot be very long; for the trade of any
state will be an inlet to riches, and money will flow in upon it till that
state be likewise full, and its entrance be stopped by the same reple-
tion; from that state it will go to another, and so on, till it becomes
on a perfect level and equality throughout the whole, n

I-_arris presents an excellent statement of the self-regulating
mechanism, m Like Vanderlint, however, Harris is too much of a

mercantilist to accept with equanimity the consequences of the
mechanism when it results in an outward drain of money, and
recommends hoarding and conversion of bullion into plate as
means of withdrawing bullion from circulation when otherwise

an outward drain would ensue. _ A good statement of the mecha-
nism, in this case free from any mercantilist qualification, is to be
found also in Whatley. u

a kingdom without receiving an equivalent, which is either consumed at home.
or resold with advantage." An essay on the theory o] money, 177I, p. 16.

a In this, as in some of his other economic essays, Hume was apparently
replying to arlgml_ts in Montesquieu's L'esprit des lois which he could not
accept. Hume had already stated the doctrine of the sd[-regulating _ism
in much the same terms in a letter to Montesquieu, April xo, I749, cited in
J. Y. T. Greig, The letters o] David Hume, 1932, I, I36-37. In a letter of
Nov. I, 175o, to James Oswald, who had apparently already seen a rnanu_ript
of the essay and had raised objections against its thesis, HtLme made a con-
cession along the Potter-John Law lines: "I agree with you, that the increase
of money, if not too redden, mturaHy increases people and industry, and by
that means may retain itself; but if it do not produce such an increase, nothing
will retain it e_pt hoarding." (Ib/d., I, x43.)

mF.tm_o L _a tke public debt; II. on pa_er-mon_, bank/ng, &c., I755, p. m.
a At, espy _,m mom.y and coins. Part I (t757), 9o.93. Harris does not

ment/oa Htm_- but in hls In.ace he states thEt the main part of his essay
had been _ many years before.

_"lbi_, Part I, PP. 99, too.
,*'[¢eo_ Whaeey] P,,_cil,_sof rnde, _d ed.,r774,note,pp. _S-_f_
tlenyamlnFranklinhelpedintheprelmrationofthisbook,andthenotes,which
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Vanderlint, Wood, and Harris, as has been shown, accepted the
automatic regulation of the amount of money in circulation, but
still retained the mercantilist preoccupation with the amount of
bullion in the country, as did Hume also to some extent. A few
mercantilists after Hume tried to find a basis for rejecting the
automatic mechanism, but with meager results. Wallace replies to
Hume that if the amount of paper money increases, trade will
increase. Making an unconscious substitution of "export trade"
for "trade," he concludes : "And, as they don't take paper in pay-
ment from foreign nations, if they are gainers by trade, they
must receive the balance in silver and gold."" Steuart rejects the
quantity theory of money, on the ground that prices depend on
the demand for, and supply of, commodities, and not on the quan-
tity of specie. He tries half-heartedly to meet Hume's exposition
of the self-regulating mechanism by stressing the transitory ef-
fects, with reference to hoarding and the volume of production,
of the sudden change posited by Hume in the quantity of money.
The removal of four-fifths of the money in circulation would
annihilate both industry and the industrious. If as a result of the
lower prices (all of ?) the stock of English goods were to be
exported, it would mean the starvation of the English people, aT
If the quantity of money increases, on the other hand, hoarding
will prevent this increase from acting on prices. In any case "rea-
son and experience" refute the quantity theory." At one point he
suggests a self-regulating mechanism, whereby money goes into
hoards when in excess and comes out when there is scarcity, essen-
tially like North's except that Steuart explains the movement of
specie into and out of hoards as governed by the possibility of
lending it at interest:

While there is found a sufficient quantity of money for carrying

are generally superior to the text, have especially been attributed to him. See
Jared Spark_ The work: of Btntj_nnin Franklim, z84o, X, 148.

An interestingand ablediscussionof theeffect on exchangerates and specie
flowsof the creditoperationsot banksis to be foundin "Comidet_iom relatiu8
to the late order of the two banks,"Scots fnn_int, XXIV (x76_), _9-,lt,
89-9¢ Its generalarsmnmtis that the existing adverseexchangeon
was due to t_nl_---_ C_ and should be _frected by borrow_ ill
Leedoa rathertitanby contracfi_ ot I_amkcredit iu Scottm_

"[Robert Wallaeel Ctmmaer/sac, of t_ _e.ma _i _ nq Gr_
B_im/m,I7S8_pp.3z-_.

m/biel.,L 4_
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on reciprocal alienations, those money gatherers will not be able to
employ their stagnated wealth within the nation ; but so soon as this
gathering has had the effect of diminishing the specie below the pro-
portion found necessary to carry on the circulation, it will begin to
be lent out, and so it will return to circulate for a time, until by the
operation of the same causes it will fall back again into its former
repositories, s°

Tucker, in the course of an attempt to refute Hume's argu-
ment, follows Hume's ambiguous terminology too closely, and in
consequence shifts unconsciously from a discussion of the effects
on trade of more money to the effects of more wealth, and pro-
ceeds to a discussion of whether a rich country can compete suc-
cessfully with a poor one, 4° and Hume, in an unsatisfactory reply,
himself follows this shift in issues. 4z

One of the mysteries of the history of economic thought is that
Adam Smith, although he was intimately acquainted with Hume
and with his writings, should have made no reference in the
IVealth of Nations to the self-regulating mechanism in terms of
price levels and trade balances, and should have been content with
an exposition of the international distribution of specie in the
already obsolete terms of the requirement by each country, with-
out specific reference to its relative price level, of a definite amount
of money to circulate trade. When a country has more money
than it needs to circulate its trade, the "channels of circulation"
will overflow, and the surplus money will be sent abroad "to seek
that profitable employment which it cannot find at home. ''4_What
adds to the mystery is that Smith had in his earlier Lectures pre-
sented approvingly a good summary of Hume's analysis. _

Scarcity of Money.--It was the constant complaint of the
mercantilists that England was suffering from "scarcity of
money," and the main objective of the mercantilist proposals, at
least during the earlier period, was to relieve this scarcity. Many
modern writers accept these complaints at their face value, and
cite dubious historical facts as the cause of this scarcity, without

"_Ib/d., II, II$
" Four trac_ ompoliticalandcom_u_cialmd_jectr,_1ed.,I774,PP.34ff.

In a letter of March4, I758,to LordKames: The letters of David Hume,
J. Y. T. Greiged., t932, I, z43ft.

"zWealtho/_tioa, [xT/6], Carmaned., II, z77.
a Lectwcj 0_ j_ic_, police, reverie aad arm.t [given about I763], Carman

ed., l_6, p. _.
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either investigating what those who complained meant by
"scarcity of money" or analyzing the notion for themselves. The
mercantilists who voiced such complaints rarely made clear pre-
cisely what they had in mind. But where the context reveals what
they were thinking of, they meant by scarcity of money some one
or some combination of the following things: men not having
enough "money" to buy the things they wantedmi.e., general
poverty; merchants not being able to sell their goods in adequate
volume---i.e., "slack trade"; merchants not having, or not being
able to borrow at moderate rates of interest, enough "money"
adequately to finance their operations--i.e., shortage of capital;
high interest rates--i.e., scarcity of capital; money of some de-
nominations scarce relative to other denominations--i.e., either a
mismanaged currency, or the ordinary condition of a bimetallic
currency whenever the market ratios of gold and silver diverge
from the mint ratios; low prices ; prices too high for the existing
supply of money--an impossibility as a continuing phenomenon.

Even contemporary writers saw that these complaints rested
on confused or inadequate economic analysis and heaped ridicule
upon them. More criticized the notion of scarcity of money as
early as I5z 3 ;_ Starkey makes one of the participants in his
dialogue deal disrespectfully with it; and Mun and Child, among
others, refused to take it seriously:

Lupset: "For, as touching wool and lead, tin, iron, silver and
gold, yea, and all things necessary for the life of man, in the abun-
danc_ whereof standeth very true riches, I think our country may be
compared with any other."

Pole : "... All with one voice cry they lack money,.., and it is
nothing like that all should complain without a cause."

Lupset: "... Men so esteem riches and money, that if they had
thereof never so great abundance and plenty, yet they would com-
plain...."_

And first concerning the evil or want of silver, I think it hath
been, and is a general disease of all nations, and so w_ continue
until the end of the world; for poor and rich complain they never
have enough; but it seemeth the malady is grown mortal here with
us, and therefore it cries out for remedy. Welt, I hope it is but im-

"_ Stark_, E_ola_d/_ t/w rd_n0_/g/_ H,_y tt_ _/sJah [ca.
ts_l, x_x, tnL
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agination maketh us sick, when all our parts be sound and strong
46

. • i

• . . money seems to vulgar observers most plentiful when there
is least occasion for it; and on the contrary, more scarce, as the oc-
casions for the employment thereof are more numerous and advan-
tageous; . . . from the same reason it is, that a high rate of usury
makes money seem scarce .... 4_

I can say in truth, ulxm my own memory, that men did complain
as much of the scarcity of money ever since I knew the world as
they do now; nay, the very same persons t_ now complain of this,
and commend that time) s

The common confusion between money and what could be
bought with money or was valued in terms of money, which was
usually the explanation of complaints of scarcity of money, was
pointed out by North ° and by the author of Considerations on
the Eazt-India Trade. w At least two writers before Hume ex-

plained the process of saving, to show that it need not consist
merely of the piling-up of a stock of actual money, sz As has al-

_*T[homas] M[un], ,4 discourse of trade, _o_ Esalamf *ratathe East-l _Iiz$
[x62x], x93o reprint, p. 46.

"Josiah Cin3d, Discourse abo_ trade, x69o,p. x_.
•"/b/d.. prdaee. See also North, D/scouvse-. _,to_ trade [x60z], Hollan&r ed.,

p. 36; Harr_ ,4it essay #pon money mzd co/r,x, Part I (I757), 93-94. Another
w_ter, in ITIO,said that explanation of the decline in trade as due to scarcity
of money was "a vulgar error," and that the real cause was no_ a decrease in
its qffiantitybut a decrease in its circulation owing to unfavorable prospects.
(.4 z,b,dlca_, of the f_dtf m, boa, _id. [x_'xo] in Sine.' th,,_ct,.,2d ed.,
XIH (tSxS), 6-7.)

*_North, ap. zit., pp. a4 fL
_*Early Englishti_ctaom commerct [r/oil, Mc_tlloch ed., p. 558.
"Barb_ _1_o,wx of trade[z69o],Hdlandered.,p,Jo; Joseph

As e_ ol, t/w ao_rmo cas_ of the _ rate o/baer_a [x7$o], Hol-
lander e_, zgx& _xi_; Hmae, P_itlcal diac4mrzex [z7$a], in Kgmya wwra/,
$e//t/ca/, md//U_, z87S, I, Zao B. CL also Dav,w,a, D/xcourxea o_ _I/¢b

The _ qmtafion inu_-_ _ intenmd_ stqe in the evolutioe o(
thethe_dtheforemi_deaZ_aZ, where_dtheZ_zib_Wd
_ effiet_h wedaetlvc inveameet lm e_e bet waboet lewJ_ to

"ttt tmm emze tbzt the_ aeqeke tbelr ealver_ valae and elee_ _ that
mea wm p_t w_ _a o_r _ in em_m_e _ a_..__ wlth tl_
vle_. am bmt_ tb_t tl_v wal embi, _ to penlme whatme_ tl_v
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ready been shown, arguments for the need of more money for the
building-up of a state treasure had become wholly academic after
Henry VIII squandered his inheritance, and played little part in
later mercantilist discussion. The advocates of paper money and
of credit banking helped to undermine the prestige of the precious
metals, especially when they claimed that credit and paper money
could perform all the functions of metallic money. These con-
siderations, combined with the development of the doctrine of an
automatic regulation of monetary supplies, left the monetary doc-
trines of the mercantilists in a sad state of disrepair, and pre-
pared the way for their definitive exposure by Hume and Smith.

Thrift.5=--The prevailing glorification of thrift and the accept-
ance of the accumulation of wealth as the end of production
operated in a twofold way to strengthen the hold of the mercan-
tilist doctrines on public opinion. On the one hand, identification
of the saving process with the accumulation of the precious
metals made acquisition of a greater supply of them the positive
side of thrift. The stress on frugality, on the other hand, helped
to create a prejudice against imports, which then consisted largely
of luxuries. But the force of these considerations was weakened

by counter-arguments justifying consumption of luxuries, either
for their own sake, on the ground that the end of economic activ-
ity was neither production, nor the accumulation of wealth, but
consumption, or enjoyment of the good things of life ;u or as a

improvingand increasingtheir treasure by purchasing lands, lending at
interest,and employingit in trade,buthow oft soeverthese ways of culti-
vation are iterated, still the acquiringof treasure is proposedas the
ultimateend.(A ¢6u6cationofthefaultsoa bothaides....[x71olin
Scnae_ Tra_t_,ad eeL,xSxs,XIII, 5.6.)

Locke had arguedthat it was only the existence of money whichcreated
any incentivefor theac__mulationof t_lysicalcat_tal,sineewithoutthe possi-
bility d ex_ pl_sical goods _orsomethingnot perishableandwhich
couldbe hoardedmen would have no motiveto acquirepos_'mn of land,
cattle,etc. in greateramountthan they couldthemselvesconsumeits product.
(Two t_,a_ea of c/,/2 ooce_,a* tirol, ia Worts, xSaSed_ V, S6S-C_)

= C_ _ tl_ _-,,.-tm,E. A. J. Johnson,'q.Ir._-._._at and e_m_tm:
the_ view,"Qaarterlyima'aatofeconomic:t,XLVI (19Sa),7o8-_.

"Eg. tStark_]. E_W/a.d/.#_ re/_ of K/_ H.,,_ tt_ B/g/ah[ca. _s38],
xl_'/6,_ 8x; PaRer, Key of mm/th, ff_ p. iT: "To have a plemilutshare d
outwardcmufort&ff,cugh dmu-,h an ad_ abovethat of et_oyinga _ess
proi==rcmthere, tho_h nev_ w ¢h=_ as ==ohev=_7w_ as tke_ _
moreem:eli_ thanthat means,whichwitheutsach ead servethto ao Imrpos¢

_ e,, _ _' b_. _7x8.EP. r/-_8: the East India C_,,ay. in
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stimulus to productive activity, whether because free spending
quickens trade and circulation, r_ or because the prospect of enjoy-
ment is an incentive to labor and to risk-taking, r_

Laissez-Faire and Free Trade.--The antecedents of Smith's

laissez-faire and free-trade views are probably rightly to be sought
mainly in the philosophic literature, and perhaps also in the writ-
ings of the physiocrats, rather than in the earlier English eco-
nomic literature. Hume, no doubt, was an important influence on
Adam Smith. But Hume was primarily a philosopher, rather than
an economist, and although he must have helped Smith to develop

return for bullion, brings in commodities "both to adorn and entertain our
ladies. Are not these riches?... The produce of the East-Indies euriehes
Europe . .. more than all the bullion, which comes from the West"; Some
considerations on the nature and importcmce oJ the East-/nd/a trade, I728, p. 71 :
"Providence in its infinite goodness designed to make life as easy and as
pleasurable to mankind as possible, and gave us reason to find out arts, and to
make them subservient to our delight and happiness"; Lindsay, The iaterest of
Scotland con,_dered, I733, P. 63; Vanderlint, Money answers all things [I7_4],
Hollander eeL, p. I34: "For trade terminates ultimately in the consumption of
tl_.gs, to which end alone trade is carried on." Cf. Thomas Fuller, The holy
state, and the proJone state [x642], Nicholas ed., t84I, p. Io9: "God is not so
hard a Master, but that He alloweth His servants sauce (besides hunger) to eat
with their meat." Cf., however, Steuart, Principles of political _¢conomy, z767,
I, 25: "The duty and business of man is not to feed; he is fed in order to do
his duty, and to become useful."

_E.g., Houghton, Collectiou of letters, I68I-83, I, 52; Barbon, A discourse
of trade [I69o], Hollander ed., p. 32; Child, A discourse about trade, x69o,
pp. 72 ft.; Taxes so charge, 169o, pp. Ix ft.; Vanderlint, Money ana_xers all
things [1734], Hollander ed., p. 29. Sir William Temple claimed that the
arg_nn_ that extravagance was advantageous was erroneous, even when the
spending was confined to domestic goods, because it reduced the amount of
goods available for export, and cited the frugality of the Dutch as a model for
the English to follow.---Observations upon the United Provinces of the Nether-
/ands [1668], Works, x754, I, x3a. But Davenant, Discourses on publick rez_nues
[I698], Works, I, 39o-9I, and Mandeville, Fable o/the bees [1714], Kaye ed..
I, x86, later claimed that the Dutch were frugal through necessity rather than
choice.

aNorth. Discourses upon trade [I69x], Hollander ed., p. 27; Davenant,
ioc. _it.; Mandeville, loe. cir.; Vanderlint, loc. c#.: "Impartial essay concerning
the uatare and use of specie and paper-credit in any country," Sco_ mago_-zne.
XXIV (I76a), 134; Harris, An essay _pon money and coins, Part I O757),
3o: "The word luz_ry hath usually annexed to it a kind of opprobrious idea;
but so far as it encourages the arts, whets the inventions of men, and finds
employmeats tot more of our own people, its influence is benign, and beneficial
to the whole aociety." C£ also B-I-, M.D. [William Temple of Trowbridge],
A _ of commerce ¢md the arts [I758], in MeCtdloch ed., Scarce and
mluble tracts o_ commerce, I859, pp. 55I ft. Arthur Young, Political arithmetic,
17"/4,I_ _6 ft. de_ends luxury, becanse it creates a market for agricultural
goods.
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his free-trade views, he remained a moderate protectionist him-
self. But if Afl_m Smith had carefully surveyed the earlier Eng-
lish economic literature, including, however, tracts apparently
always obscure and already scarce by his time, he would have
been able to find very nearly all the materials which he actually
used in his attack on the protectionist aspects of the mercantilist
doctrine. He would, however, have found them scattered, often
imbedded in crudely mercantilist analysis, and often consisting
only of stray and vague anticipations of later doctrine of whose
full significance their authors showed little or no awareness. Cau-
tion is necessary lest more be read into such passages than was
really intended by their authors, and there has been great exag-
geration of the extent to which free-trade views already prevailed
in the English literature before Adam Smith. North, Paterson,
the author of Co_eratio_L¢ on the Eoat-India trade ( XTOX),
Isaac Gervaise, and Whatley are the only writers prior to Adam
Smith whom I have found who seem really to have been free
traders,r4 But certain dements of doctrine tending to lead to
free-trade views were fairly widely prevalent before the publica-
tion of the Wealth of Nations. Some of these have already been
discussed, for the mercantilist doctrines with respect to the im-
portance of money and of a favorable balance of trade were incon-
sistent with the principles upon which a free-trade argument could
be based, and their refutation was a necessary pre_nary to suc-
cessful formulation of a free-trade doctrine. The formulation of

the quantity theory of money and the criticisms and qualifications
of the balance-of-trade doctrine prepared the way, therefore, for
the emergence of a comprehensive free-trade doctrine. There
were other ideas, more immediately related to Adam Smith's
argument for free trade, which had attained some degree of
currency before he wrote.

There was general agreement that the profit motive was the
controlling factor in economic behavior, especially of merchants:
"No man in England never seeketb for no conenon weal, but all
and every for his sidle weal" ;_ 'Tot merchants travail for gain

= Perha_ also Jocebm who would lay "as few tam and _ohlbitio_ as

o#.dr., 1_4_-
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and when gain ceaseth they travail no more" ;ss "Every man will
sell his wares at the highest price he may" ;5_ "And where it is
said that he is a merchant, and that he ought to have the sea
open and free for him, and that trades of merchants and mer-
chandise are necessary to export the surplus of our commodities,
and then to import other necessaries, and so is favorably to be
respected, as to that it is well known that the end of every private
merchant is not the common good, but his particular profit, which
is only the means which induceth him to trade and traffic" ;e0
"Every man almost is taken with the attention to profit. Love
doth much, but money doth all" ;01"Men in trade, more especially
than the rest of mankind, are bound by their interest; gain is the
end of commerce" ;6_ "I am afraid there are but few men in any
country who'will prefer the public good to their private interest,
when they happen to be inconsistent with one another. ''08

The concept of the "economic man," instead of being, as is
often alleged, an invention of the nineteenth-century classical
school, was an important element in the mercantilist doctrine. Be-
tween the attitudes of the two schools toward the "economic

man," if the extreme positions of both may be taken for purposes
of contrast, there was this important difference, however, that
the classical economists argued that men in pursuing their selfish
interests were at the same time, by a providential harmony of
interests, either rendering the best service of which they were
capable to the common good or at least rendering better service
than if their activities were closely regulated by government,
whereas the mercantilists deplored the selfishness of the mer-
chant and insisted that to prevent it from ruining the nation it was
necessary to subject it to rigorous control. When Malynes made
the title of one of his tracts read The center of the circle of com-
merce, or, a refutation of a treatise, intituled the circle of com-
merce, he did so in order to emphasize his thesis that "gain" was

"John Hales, _On the unwisdomof a new imlmsitionon cloth" [x559],
T.E.D.,H, aa4.

""Polices to redace this realme..." [x549l, T_.D., IlL _e/.
*'_. J,.,"The case of iutl_cms" [i6o6], in Howell ed., ,4 complete

collecli_ of _ trials, II (18o9), 3_
'aRala_ Keale.,The trade's /ao'ease [z6x$], in Hadt./amm/.w.d_y, III

OS09),_/.
"[De_?] As, Lms__/,a_. xTxo.p. x,_
mDa_ l_ad_ ,4 lttter lrms a mer¢_at _ko ImsteIt oH trade,x_a_ p. _a.
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the "center" or objective of those engaged in economic activities,
and that the only way to prevent merchants from bringing ruin
to the commonwealth by their selfish pursuit of gain was to elimi-
nate by restrictions or penalties the profitability to individuals of
certain types of transactions which were opposed to the common
interest. _ In extreme cases this attitude tended to lead to whole-
sale denunciation of the merchant, _s and the belief that mer-
chants were governed only by self-interest underlay the funda-
mental mercantilist doctrine of the need for state regulation of

commerce. As Fortrey put it, "the public profits should be in a
single power to direct, whose interest is only the benefit of the
whole," i.e., the statesman. _

There was nobody to deny that merchants were governed only
or predominantly by self-interest, but some spokesmen for the
merchants replied that so were the other classes, and asked the
old question: quis custodiet custodes? or warned that those who
counseled interference by government with the operations of mer-
chants, especially if they were merchants themselves, probably had
some private ax to grind. There follow a few citations illustrating
these points of view:

And in general all those who are lazy, and do not, or are not
active enough, and cannot look out, to vent the product of their
estates, or to trade with it themselves, would have all traders forced
by laws, to bring home to them suff_ient prices, whether they gain
or lose by it.s*

There is hardly a commerce, but the dealers in it will affirm, we

Seepp. 5h I39, of this tract.
a Cf.the scathingindictmentof the am-chantby JamesI, in the courseof an

expositionof the ¢gatiesof a monarch:
The merchantsthink the whole _weal ordained for making them
up; and accountingit their hwhtl gain and trade, to enrich themselves
upoa the loss o_ all the rest of the people,they transportfrom us things
necemary,bringingback sometimesmmecessarythings, andat other times
nothingat atl. They buyfor us theworst wares,andsell themat the dear-
est prices;madalbeit the victualsfall or rise o/their pricesaca:ordingto
the abaadanceor scantinessth_eo_ yet the pricesof their waresever rise,
lint neverfatl, being as constantin that thei¢ew_lcustomas if it w_e a
scttl_Ilaw for them.They are also the specialcame d the cm-ruptiond
the coin, tr_aslmrtingall oar own, aad bringing in tocelga, _ what
_ Nease to s¢_oa it... (_os _, in T_m,t_ _4...
lam_o x6t6, t_ _3.)
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lose by all the rest; and yet it is evident that in time of peace the
kingdom gets by trade in general, e_

•.. most of the laws that have been made relating to trade, since
the Act of Navigation, may be presumed were calculated rather for
particular interests than public good; more to advance some trades-
men than the trade of the nation._

•.. only to manage a little conceit or selfish intrigue, to encourage
and procure a monopoly, exclusion, pre-emption, and restraints or
prolu'bitions; . . . to restrain, prohibit, and disjoin, not [only] the
industry of His Majesty's subjects with other nations, but even
with and respect to one another. They will find that all these and
many more pretended encouragements are so far from the things
they are called, that they are not only intrigues to make private ad-
vantage from the ruin of the public, and arise from the mistaken
notions and conceits of unthinking men, who neither have temper
nor allow themselves time or opportunity to consider things as they
are,--but only take them as they seem to he,---a sort of presumptu-
ous meddlers, who are continually apt to confound effects with
causes, and causes with effects,---and not to measure the trade, or
improvement of house, family, or country, and even that of the
universe, by the nature and extent of the thing, but only by their own
narrow and mistaken and me_m conceptions thereof .... 70

Most of the statutes.., for regulating, directing, or restraining
of trade imve, we think, been either political blunders, or jobs ob-
tained by artful men, for private advantage, under pretense of public
good.*x

Conflicting counsel was offered as to how to solve this familiar
dilemma of public administration, namely, how to regulate in the

interest the selfish activities of individuals while averting
the danger lest the regulatio_ themselves be the product Of advice
or pt_sure from interested groups. The problem was made to
appear even more seriom by the general agreement among mer-
throats of all shades of opinion that politicians and landed gentle-
mat were _ _ to regulate trade on the basis of their
own judpzut. To the solution o_ered by some that the states-

*'W'_mmaPatemm, "A _ to _ a colonyin Dariea" [ms. tTox],in
_et, I_ mv/_a# d _ Pare,m, I, xS3-34-
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man should take the advice of the merchant, TM others replied that
the merchant was a bad councilor because he always had private
interests to serve. Child advised that neither merchants, shop-

keepers, nor manufacturers should be accepted as guides until
they had become rich, retired from trade, and "by the purchase of
lands, become of the same common interest with most of their
countrymen. ''Ta But this was an argument to suit the occasion of
the moment, and intended to discredit particular types of pro-
posals by merchants which did not fit in with his own commercial
ambitions. Child had no high opinion of the sort of regulation of
trade which would result from the unaided wisdom of the land-

owner. To a subordinate in the East India Company, who had
objected against certain instructions that they seemed to be in
violation of the law, Child is reported to have replied:

that he expected his orders were to be his rules, and not the laws of
England, which were a heap of nonsense, compiled by a few ignor-
ant country gentlemen, who hardly knew how to make laws for the
good government of their own private families, much less for the
regulating of companies and foreign commerce._

The general effect of this common discrediting of all advice ex-
cept such as emanated from one's self must have been to weaken
confidence in the possibility of obtaining sound and disinterested
advice as to the regulation of trade from any source.

Tending further to weaken confidence in the possibility of the
benefidal regulation of trade by government was the frequently
repeated argument that such reguL_ion went counter to human
nat-are, and could not succeed as against the power of the profit
motive.n Some representative instances follow:

E_//_ tract, os _, p.58: "Sowhena coam_ is la_pcHyseated tor
tn_ a_ tht ._,m_ _ _ _ ¢omm_ to mrk_ h_ k_=_
themm¢_ant'sadviceisqmslloalessbestabletoI_ thesame."
"_ bySelmSmith,Cheoa/c_,,m_,m__, xT_O,webs, I,v.
'_Gtelby McCalIoch,A _... _ ,anmmm_,_ ed.,

I, am, on the _ d _'s/¢,_ _om/of _ _ I_,, I, zp.
"As early as zSSo,Sir Jctm Masm had _bjec_! to an m_imme limit_

sible: "Nam_ will haveher _ d/m _/_ ,_; aKl aever
shallyoudrivehertocmuem 11mts Ima_-ma_ d _ _hallbemld lot
a _Y--T, KD., 1i,
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• . . the trade of the world will not be forced, but will find or
make its own way free to all appearance of profit .... T6

•.. if the matter in England, is so prepared for an abatement of
interest, that it can not be long obstructed, as he [i.e., "I.C.," the
author of an unnamed contemporary tract--probably Josiah Child]
saith it is, we need no law for stating it, for nature will have its
course with us, as well as ih other countries, and he cannot instance,
in any country, where by a law, interest is set under 6 per cent and
nature is best let alone unforced: T

To pretend after this, that parties shall govern mankind against
their gain, is to philosophize wisely upon what may be, and what
would be politic to bring to pass; but what no man can say was ever
put in practice to any perfection; or can be so by the common prin-
ciples that govern mankind in the world .... That tradesmen should
cease to seek gain and usurers to love large interests ; that men that
have gain'd money should leave off desiring to get more; and that
zeal to a party should prevail over zeal to their families; that men
should forfeit their interest for their humor, and serve their politics
at the price of their interest .... No, no, it is not to be done; the
stream of desire after gain runs too strong in mankind, to bring any
thing of that kind to perfection in this age. The thing is so imprac-
ticable in its nature, that it seems a token of great ignorance in the
humor of the age to suggest it; and a man would be tempted to
think those people that do suggest it, do not themselves believe what
they say about it. _

There is nothing weaker, than pretending to offer particular rules
how a country may thrive by foreign traffic. Trade must be suffered
to take its own course, and will find its own channel. _

• . . unless our own manufactures are as good of their kinds,
and as low in their prices as the same goods of other nations are,
they will not sell either abroad or at home. Trade cannot be forced,
but manufactu_ may he improved, s°

W_AdviceofHis Majesty'sCouncilofTrade,concerningtheexportationof
goldand shyer..."[166o],inMcCulloched.,Tractaon money,pp.x48-49.
"i'heargumentismade heretosupporta reeommendationthattheexportation
ofbuUiemandforeigncoinbeper_ttedwi_outrestric_on.
wIxt_rea¢ot_o_,eym/s_aken,z668,p.Io.
!, [Defoe] A_ es_ w/_m /aa_, x71o, pp. xS-xT. Th_ is in am_er to a

tlrre_ that _the goverummt did not revise its policy the moneyed interests
wouM, on par_ groun_ rduse to lend _o i_

WDavemmt, Report to tlw ej_,rs for st_ the publick oxco_s
DT_al, Works, V, 4_
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The objections so far considered against government regula-
tion, in the public interest, of the selfish activities of the merchant
rested on the incompetence of the regulators, or the unavailability
of unbiased advisers, or the inability of government to cope with
the strength of the profit motive, sl A few writers, however, an-
ticipated Adam Smith more or less clearly in formulating his
fundamental principle that man in pursuing his own ends was at
the_same time usually serving the general good, and that unregu-
lated trade was therefore desirable, not merely because it was the
lesser of two evils, but because it was positively the servant of
the public welfare, ss The idea of the natural harmony of interests
appears already to be present in the following passage from Mis-
selden:

And isitnotlawfulformerchantstoseektheirPrivatumCom-

modum intheexerciseoftheircallingFIsnotgaintheendoftrade?
Isnotthepublicinvolvedintheprivate,and theprivateinthepub-
lic? What elsemakes a common wealth, but the private-wealth, if I
may say so, of the members thereof in the exercise of commerce
amongst themselves, and with foreign nations

a Cf. Vanderllnt,Money anawersall things [x734], HollanderecL,p. 58:
"... I am entirelyfor preventingthe importationof all f_'eign commodities,
as muchas possible;but not by acts of parliament,which never can do any
good to trade; but by raising such goodsourselves,so cheap as to make it
impossiblefor othernationsto fredtheiraccountin bringingthemto us...."

Few traces are to be fotmdin the literatureof the pe_'od of the inter-
mediatedoctrine,whichconcedesthat self-interestis a powerfulforcefor good,
and shouldnot be reviledor crushed,butmaintainsthat it is also Calmbieof
doing harm to the commonwealth,andthereforeneedstobewatchedand
regulated.It is perhapsimpliedinthe azgmnentsof some of the moderate
mercantilists,and may be whatPetty had in mindin the followinglmSSaSe:
"We mustconsiderin _e.,_l, that as _ physicianstanlpernot excessively
withtheirpathmts,ratherob_rvlngand_ wit.hthemo_m ofnature
than contradicth_it withvehementadministrationsof theirown, so in politic,
and economicsthe samemustbe used,for Na_am ex_,//_ _//cet
recmyit." ( Tr_Sse o[ tastes [x662],E¢_ e_v_u_, I, 6o.) Tucker_ves

to it *t one point, althoqh ehewbere he _
d_ct_i.e. In his E/eme_s oj¢ commerce,_755,he aUcrts that self-loveis an
important.tiumh_ "Comeque.tly,the mainpointto be _ at, is -d'thef to

nor enfeebleself-love,lint to give it such a direction,that it nay
p_mm_ the public int_est by purs_d_ its own" (p. _v).But the _ly clear

elaborate_ of this intermediateIx_d_on I lmve fomd is in
[NathaakdForster] .4menqm_ blto _ke_ of the _e_ _ lk,/ceof
trw, r;67, pp. xy-zL The _ pmmSes are too loq for
bet they 4metre the ammtionof eeee _ in the hli_ of the lalmcz-
fake t_eL
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North states it dearly: "That there can be no trade unprofitable
to the public; for if any prove so, men leave it off; and wherever
the traders thrive, the public, of which they are a part, thrives
also. ''s* It is implied in a tract attributed to Child: "... trade is
a free agent, and must not be limited or bounded; if it be so in
any nation, it will never prosper. ''s5 Davenant subscribed to it,
although not.wholly unqualifiedly :

Trade is in its nature free, finds its own channel and best direeteth
its own course; and all laws to give it rules and directions, and to
limit and circumscribe it, may serve the particular ends of private
men, but are seldom advantageous to the public,s6

More important, in preparing the way for Adam Smith, was
Mandeville's/nore elaborate reasoning in support of individualism
and laissez faire, resting on his famous argument that "private
vices" such as "avarice" and luxury were "public benefits. ''sT In
Hume's economic writings the laissez-faire doctrine is to be found
only by implication if at all. Tucker, although in the field of
foreign trade policy he continued to be a protectionist of a some-
what extreme type, at one point vigorously asserted the identity
of private and public interests and drew laissez-faire conclusions
therefrom :

For let the legislature but take care not to make bad laws, and then
as to good ones, they will make themselves : that is, the self-love and
self-interest of each individual will prompt him to seek such ways
of gain, trades, and occupations of life, as by serving himself, will
promote the public welfare at the same time. The only thing neces-
sary to be done by positive institutions is, to enforce the observance
ofvoluntarycontractsby legalpenaltiesspeedilylevied....
Indeed,itmustbeacknowledgedwithgratitudeand pleasurethat

thelegislatureoflateyearsbathenactedrrmnyexcellerfl:lawswhich

mD/acom_aeaw_ #ra_ [I69I], Hollmlder eeL,p. 13. Cf. also ib/d., 1).$7:
"... _o peopleever yet grew rich by policies;but it is peace,industry,and
freedomtlmbringstradeandwealth,andnofle_else."

"Tke kmwbl#_ st tl_ Go'aemor... st t_ Eaat-t_lia Com_a_
[_f_] ;- Somer,"tract,,ad ed..X, _ O.'ld is hereobjectingto a proposal,
dim:ted_ lfimseB,to limit the amountof stockin the companywhich
couldbe heldby any ottoperson_

",_ *my o,_N_ Ea_-l,_/a _de [x6_], Works, _, 08.Cf. also_/d., p. xo4:
_'_l_m is ma_temra_on_in thewrong,_ it/_-e_e,_Isto direct nature."

"P_ _ #e _.r:,/_ g_ ddibemm_smmdhise_iom in
meh mmmerm to m_kethem offemi_ m mm-_im, lmt Smit_ _cepted __t_-m
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have promoted commerce, increased industry, and extended manu-
factures . . . but then the laws in question are such, whose true ex-
cellence consists rather in the repeal of absurd and bad laws formerly
made, than in any particular positions or maxims of commerce-8s

But shortly before the publication of the Wealth of Nations,
Whatley, obviously under l_qsiocratie influence, made a specific
plea for laissez faire on the basis, in part, of the existence of an
identity of interest between the individual traders and the state:

Now, _ it is b_dly _ be _ as above hinted, tl_t
princes should allow of a general free trade or intercourse, because
they seldom know their own true interest_ . . .w

Perhaps, in general, it would be better if government meddled no
farther with trade, than to prot_ it, and let it take its course....
It were therefore to he wished, that commerce were as free between
all the nations of the world, as it is between the several counties of
England: so would all, by mutual communication, obtain more enjoy-
ments._

In the ancient Greek and Roman classics is to be found the
doctrine that differences in natural conditions in different coun-

tries made trade between these countries mutually profitable. The
early Christian philosophers took over this doctrine and gave it a
theological flavor. God had endowed different regions with limited
but varied products in order to give mankind an incentive to
trade, so that through a world economy they would become united
in a world society, and as children of one God they would learn
to love each other?l This was apparently common doctrine among
the English theological writers of the sixteenth century and later, m
This doctrine was taken over to some extent by the lay writers

ml_io_ ]or tramt_s, ri57, PP.3x-3a.
wPrb_tdea of trade,_d _, x774,P. m.
" Ib_l.,note, pp.33-3, This note may h_v¢becn a contdtmtm by l_£r_,__

F_kli_Itmmfiom_thapwov_dthc. dcma_r_a_ttolmrct_mmade
of _ by the Frtmchmerchants,"La/_# rams ]abe (Let us alo_)"--
_lm_ the first_ of theu_m i_ the _ llt_ffi..m_.
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on commercial matters, but they managed ingeniously to adapt the
intent of Providence to their own particular views. Extreme mer-
cantilists, who in general were pleading for new or added restric-
tions on trade, used the doctrine either to justify the restriction
of certain products to Englishmen, on the ground that Providence
had assigned them to this country, or appealed to the doctrine in
support of that branch or type of trade which they wished to have
fostered, while conveniently forgetting the doctrine when attack-
ing other branches or types of trades. William Cholmeley at first
states the doctrine fairly, bringing out clearly its implication that
a tolerant attitude toward imports and raw material exports was
proper:

But wben'i considered how the tmsearchable purpose of God
hath, by the lack of necessary commodities, driven all the nations
of the earth to seek one upon another, and thereby to be knit to-
getber in aaiity and love, I thought, that as this realm lacketh (and
that naturally) things necessarily required to the perfecting of our
commodities, it might also he a thing natural to the English nation,
to be so imperfect of wit that we could never be able to attain to the
knowledge of true and perfect workmanship, because God would
drive us thereby to suffer other nations to have a commodity by
making our commodities [im?]perfect? 'a

Since his main concern, however, was that English wool should
be exported only in the form of finished cloth, instead of as raw
wool or as undyed cloth, he found a means of reconcilinghis
theology and his patriotism. It would be ingratitude to God to
attrilmte to him the intention of withholding from Englishmen
"the aptness of wytt" to become perfect workmen in the weaving
and dyeing of cloth, and their failure to do so was not because

God intended England to supply foreign weavers and dyers with
the necessary wool but because the English craftsmen were selfish
andiado_: "webe_ beasay_ andmaang to aainmech
by_ _ e_mm _ his own frigate _o,,,,,_ty,
without n_ard of the weal tmblic, do not o'W_wentlyapply our
goodwits to the sea.q_ugoutof goodimowled_ but to the
mvem_ of suI_ de_ (whu_ we¢md an othernmions),

iJ , i , i',

mWmii O, atselq, r_ mt=_ m4 _ ,q a t_u,_ Ba#it..m
[eL _m], W./. _.w, ,akw, ¢m_., m,.b_ n(_, L
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to our private advancement, but the decay of the public weal of
our C01Ln_try.'_

Misselden similarly expounded the benevolent attitude of God
toward trade between nations, in the course of a defense of the
trading activities of the Merchant Adventurers, of which he was
an employed official,but did not let it trouble him in his advocacy
of stringent restrictions on branches of trade in which the Mer-
chant Adventurers were not directly concerned._ Another writer
derived from the doctrine the lesson that Providence had assigned
wool-raising and the woolen industry to England, and therefore
that England should concentrate her efforts on it,_ and several
later writers did call upon it for support of their more liberal
views with respect to freedom of trade as against the more ex-
treme mercantilists, much as did Adam Smith in his two famous
references to the "invisible hand."

For it is not the having all things of our own growth on the one
hand, and the saving of our money on the other, can make us rich;
neithercan our increaseand plenty in some sense be said to be our
wealth,if we have not a suitablevend and consumption_f ; be-
sides,nature hath otherwise provided,and so furaislz'd each particu-
lar part of the world with smnething which the rest want, whereby
to preserve a friendsl_ and _ UCetber._

The various productsof different soils and _,_,ades is an indica-
tion that _ hz_m-_lther shouldbe l_pfu] b) e_h orbs,
and mutuaRysupplythe _ of one anoth_,m

By the wise appolntumat of divine _a mutual inter-
com_ _ comm_r__wagst mm is bo_b_ _I _s_ry
to their _,,AIbeing. Every man _ in need of the a_i of odaers;
at_ emzr _ maynat ahaatag_by_ _me of i_

"FAm_ M_mldemP+r_ _, add, _ _5-_ ]_Idm d2es
hum_ and Sen_ +. fli mmmee_

C_=.km " " I, SLI=
Di_im_+ tim _ to _.... malta aad_ a janim_

iam/oa,_mm to allot tlm m _al, a_idt Im _ t_a _
ma-itm m hb _, that of the"_z_.... _hw m _tm _!_

l_rI_ _ lmb 1o_ I_hmm argam tam_ m t_m_ his mia-
knme _v_uhs w thatd re,tuber_L *n_ is _ iu_qk_mr
Ix_am_msim be_mm_di_ a cmmunn_.
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superfluous products, natural or artificial, for those which it wants
of foreign growth. _

In a remarkable passage, Henry Home gives credit to Provi-
dence for the self-regulating mechanism of international specie
flows, as the means by which it is provided that commerce shall be
mutually profitable :

It appears the intention of Providence that all nations should
benefit by co_nmerce as by sunshine; and it is so ordered, that an
unequal balance is prejudicial to the gainers as well as to the losers;
the latter are immediate sufferers; but not less so ultimately are the
former. This is one remarkable instance, among many, of providen-
tial wisdom in conducting human affairs, independent of the will of
man, and frequently against his wilL The commercial balance held
by the hand of. Providence is never permitted to preponderate much
to one _de; and every nation partakes, or may partake, of all the
comforts of life. Engrossing is bad policy; and men are prompted,
both by interest and duty, to second the plan of Providence, and
to preserve, as near as possible, equality in the balance of trade,t°°

International Divisio_ of Labor.---A few writers prior to
Adam Smith stated or approached closely some of the specific
economic arguments for tmrestricted trade which were later to
serve as thecore of the free-trade doctrine of Adam Smith and

the English classical school. John Houghton, in 1677, in a tract of
free-trade flavor, argued that the same sortof reasoning should
he applied to foreign as to domestic trade, since both alike con-
sisted of a mutual exchange of goods, presumably to mutual
advantage. TM Barbon claimed that a reduction of imports as a
result of prohibitions wo_Id cut off an equi*ralent amount of ex-
ports.t*a Davenam made explicitly a point vital to the free-trade

"_-_ As t_, _ _ a,_ c_f. Part I (tTW), _t. C.f. also
CMrlesMall_, d/rt,_/_ of alFm_r_m_w, am/of emmntrce [t6761,9th
ed-,t_9, I, l_dace, p. hr.

_'_ _ _hrh/aw7 d _. _4, L 8t-Sz
m Jam _ _, _,_ _ [t6"nLinMcCullo__ _.arty

m _ crammer.c,p.a6t. In Im A ed..sct/omoI/ate_, t68tdt3, I,
_ Ho_am _ i_ aMbas_ ¢,_as fro_ g a_s to it, _ _ _
tam_al ltmmm &mmi_ d lm/nt_Houg_amadheresto the_ l_ases
_ the _ _betrhe, _,,_,_, aml _ ex_mn_ do_t_he imoa-
satmt _ _m_za_ _

t_t tl_ tmalulm d the _ matta _ _ _e _ta_ t_ the

_I emml_l_, m _m_i _ mmw. B_m _ am, _ m far _
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doctrine, but which the nineteenth-centuryeconomists often as-
sum_ im1_, _a.,ely, that t_d_orhad adequate o_-ffltior_l
mobility. He claimed that if domestic labor is displaced as a con-
sequence of imports of foreign commodities "these hands can
shift from one work to another, without any great prejudice to
themselves, or the public.''los

Several writers presented arguments in support of the inter-
national division of labor, and it requires only mildly generous
interpretation to justify the conclusionthat they approachedmore
closely than did Adam Smith the high.point of free-trade reason-
ing, the statement of the benefitof regional specializationin terms
of comparative advantage. Davenant maintained that the arti-
ficially stimulated production of goods for which neither the soil
nor the general bent of the people were adapted is never wise, and
that the silk and linen industries were suitable only for countries
where wages were low. "It is the prudenceof a state to see that
this industry, and stock, be not diverted from things profitableto
the whole, and turned upon objects unprofitable,and perhal_ dan-
gerous to the public.''let The unlmown author of Cmuiderations
on the East-India Trade ( XTOI), who has been rightly praised
by a number of modern writers, reveals _ no trace of the
mercantilist or protectionist fallacies. He meets all objections
against .the export of bullion or the import of foreign commod-
ities by regarding tradeas a voluntary exchange of considerations.
If bullion is voluntarily exchanged for Indian manufactures, it
must be becausethe latter are of more value. "To exchange bullion
for cloth is to e.x_amge the tess for the greater value." Cheap
imports, he asserts, are the valid objective of foreign trade. He
even draws an analogy between foreign trade and labor_saving
devices. The fact that Indian wares can be gotten through trade
with less expenditure of labor than their production at home
weald require means that lalmr is saved ami made available for
other _:

aho_elaim_ that _ "tmlm_ involved a reduOlkmd _ as well
='Rmy omtat _,a#-l_ t,_ [_c_71,W__¢, I,

idlmsdmdl_'nwmMiqlll_z d Da_m._ mdiml!,mzl_ llzm d- llz _
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If nine cannot produce above three bushels of wheat in England,
if by equal labor they might procure nine bushels from another
country, to employ these in agriculture at home, is to employ nine
to do no more work than might be done as well by three; . . . is
the loss of six be_hds of wheat; is therefore the loss of so much
value, x0_

Isaac Gervaise claimed that for each country, according to the

"disposition" or productive capacities of its people and their
geographical situation, there was a "natural" apportionment
among different industries of its productive resources. If con-
sumption demands were such that with this "natural" apportion-

rnent of production some commodities would not be produced in
adequate quantities to satisfy the demand, it was best to meet
such deficiencies of produeti_ by permitting free importation of
such commodities from abroad:

Taxes on imports being no more than a degree of prohibition, and
prohibition only forcing those manufactures to extend themselves
beyond their natural proportions, to the prejudice of those which
are, according to the disposition of the country, natural beyond the
entire demand of the inhabitants; which lessens or hinders their
exportation, in proportion to the prejudice they receive by the in-
crease of those manufactures which are but in part natural, and
whereof the importation is prohibited.

This considered, we may conclude, that trade is never in a better
condition than when it's natural and free; the forcing it either by
laws or taxes being always dangerous: because though the intended
benefit or advantage be perceived, it is difficult to perceive its coun-
tercoup, whichever is at least in full proportion to the intended
benefit: nature not yielding at once, sharpens those countercoups,
and commonly causes a greater evil than the intended benefit can
balance. Moreover, trade being a tacit and natural agreement to give
or furnish a proportion of certain denominations of labor, to be drawn
back in like proportion in such other denominations as best suits
neces_y or fancy, man na_=rally _ee___, and finds, the most easy

"In McCulloch ¢d., Early Engllsk tracts on c_ct, pp. 556-59,578-85.
(Citatiott :from ix S83.) The original tract is txtremcly rare, and does not
appear to have ¢_¢_ed any _ on comemporary ,miters. Halkett and

•anumberdcconomi_ Thi, scems._.e_._yto bea ndm_.
North died fit _ wher¢_ this tract was not lmblldmd until xTot. Chapter iii
°f the trm_ dltcum_ the _ of the _ d tim tt_ COmlmni¢stlum
priviteeedto tra_ with t_, _ dtfttdt_ _ its time of writ_ as
not ¢taitr tt_ t(_
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and natural means of attaining his ends, and cannot be diverted from
those means but by force and against his will.z°e

Sinfilar reasoning was presented by Patrick Lindsay. Scotland
should discourage rather than encourage industries, such as
woolens, which would interfere with the progress of the only
"staple," linen. These other industries had no chance of success
in Scotland, and it was better to buy their products from abroad
than to attempt to make them at home:

We may then reasonably suppose, on the lowest computation, that
we can buy . . . those woolen goods IO and 15 per cent cheaper in
England, than we can make them at home ; and if we can make linen
cloth, and sell it in England from 5 to IO per cent profit, and pur-
chase, in exchange for it, woolen goods IO and 15 per cent cheaper
than we can make them at home, then are we gainers by this trade
from 15 to 20 per cent, and of consequence, so many hands as are
employed in the woolen, who might be employed in the linen, just
so much does the country lose by their laborJ°7

A few writers were in the rather paradoxical position of adher-
ing to crudely mercantilistic doctrines with respect to the balance
of trade, the superiority of exports over imports, or the impor-
tance of money, while advocating complete or very nearly com-
plete free trade. Houghton l°s and Vanderlint to° appear to belong
to this group, and also Decker, who advocated free trade as a
means of procuring a more favorable balanceof tradeY to Roger
Coke was an out-and-out mercantilist in his general analysis, but
he nevertheless disapproved of monopolies, the Navigation acts,
the restriction of import of cattle from Scotland, and the restric-

m Tit, ayztem or flleory of the trode of the _ortd, zTso,pp. au._3.
_t The i_ere.rt of Scotland¢omidered,z735,PP.zzz-r'., C£ also for si,m_r

reasoning,VanderlinLMonty answers all #hlnox[zZ34],Hdtander ed., pp.
96-98;anon., Reflectio_ and cov_der_im_¢occaMo_t by the pttit¢_ . . . for
taM_ o_ the draudmckon foreiO_limmx,&c., x738,P. 26; NichoP_sMagens,
Farther e_lior.,t of _ _ .llebjectx,17_, P. 6.

,mE_, ore_ happ/nexx,z¢_;Co/,/_aomof/eUoT, x_Sz-8_

mBuZ£1_w.ker,afeerad_ the_ M all _ on*fadeexcept
the N_ aOt, in tonmwlmtof tm _. tmttced_tl_ if dmleawere
tal_zoffsomesortd _,ulmi_wouldbe**ec_________ _e Zoods,lesteze_
interferewith home _--Soa, omtc_mzx os t/u*_ h/gh !

De_er's i_-al _ for fn_emule _ fl_s c_ess_ _ _

a_egtse_a/tax_po_kmu_x,/a_ okra,zT._,_ 3.
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tions on the Irish trade, and did not give explicit support to any
trade restrictions in any of his writings that were available for
examination. 11z There were other writers who adhered to the

mercantilist doctrines without revealing their attitude toward
trade regulation.

A constant note in the writings of the merchants was the in-
sistence upon the usefulness to the community of trade and the
dignity and social value of the trader, and in the eighteenth cen-
tury it appears to have become common for others than the traders
themselves to accept them at their own valuation, z**Very often
"trade" is not more definitely specified, but no doubt most of the
writers who argued for the value of trade meant foreign trade, or
even only expo_ trade. But in the general glorification of trade,
some of the tracts made no reference to the quantity of money,
the balance of trade, or other phases of the mercantilist doctrines.
In some cases there was explicit inclusion of imports on a parity
with exports as deserving of encouragement, and support of low
customs, without explicit discrimination between export and im-
port duties, as a means of fostering trade, m The general tendency
of such discussion must have been to weakerL faith in legislative
restriction of trade, and to prepare the way for the acceptance of
free-trade views on explicitly stated economic grounds, although
on the other side it is to be said that the chief advocates of par-
ticMar restrictions were merchants, lx4

mA discourseof trade, t67o; A treatise¢vhereinis demonstrated,that the
Ckurchand Stale o] England,are 6gequaldangerwilh the trade of it, Z67I;
Reflec_ upon the East-lmdyand Royal ,d]ricancompanlex,I695; .4 treatise
comc_ the reo_latiwao] tlw co3mo] Emglamt,I696.

_mSee,e4g.,the etdogyof the _t in IAIWsplay, The Lomdonmerchant,
aded., z73z,Act I0 scenei, and Act III, seemei.

mCf.. e.g., JohnSmith,A[_,crt_eme_,tx/or the _uexperleacedpilfers o.f
•'V,,_,E#gl_ [t6._*l, in Works,F_AwardArber ed.,,8B4,pp. 96_-6a;anon,
d _ma'_ conc,ermi,W _ FauC-lJ,d/6 trade [c**.z6W], in Somerz"tr=cts,ad
eeL,X, 60: "The mo_ goodsare exportedand imported,... the nationin
gememlwill have the advantage,thoughthe tradersmay not... "; William
Wood,d tater... _ a_ iastict of 6 more_l a_t _l,_=t _eu-

o_ tarot, r/at, _ tg; anon, C_ ot_rknu¢I by t_ big [or
_ _e .._o_-$_ C_ to i_re=w their c=tn'tuts_oek, x;_zo,p. z4:
"W_e_ u_on_e whole,_ more_ _ ovm_ a_1_ are

if the _ aad ¢a_e, wm _ot _ gnml_ a_aa_Y'
"A _mlas,_ _or the aaricatmal iumam, _ am ia _is _aera_

61trikatti_ d _ the _ d glae/h1"m__n_ la_g mm,lm_ am_
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Free-trade doctrine, however, continued to be a rank heresy,

and there were probably some who subscribed to it but who did
not dare to expose their peculiar views in print. Violet relates
with horror that some men in high positions held such views :

• . . some men are of an opinion, that they would have trade free,
to import all commodities, and export all without any restraint, not
for leather, fuller's earth, corn, wool, ammunition, gold and silver,
horses, and all other things that are staff and stay of this nation. I
would not write it, but I have it affirmed by men of great quality,
that this is the opinion of some men that are in place and power. _15

I believe I have succeeded in showing that all the important
elements in Adam Smith's free-trade doctrine had been presented

prior to the Wea/th of Nationa. These were often, however, to
be found only in isolated passages not wholly consistent with the
views expounded in the surrounding text. There is little evidence
that these early expositions had much influence on_public opinion
in the mass, or even on Hume and Smith. Hurne himself dis-
carded the monetary and balance-of-trade doctrines of his time
while adhering to protectionism, 11s and Adam Smith both in his
Lectures and in the Wealth of Nations relapsed at times into
rather crude versions of the mercantilist monetary and balance-of-
trade doctrines, as well as into protectionism. 11TIn so far as

that ev_ pettydomestictraderswereindud/_ their owntradesas entitled
to the specialcomide_tioa whichwas being"cbJa_ for "trade": "The notion
of encouragingtrade has of late years prev_ed very much,and very rishtly
wherewe speakof foreigntrade; and the first _-omo_rs of the notionmeant
no others,lint irom tlamee we are deacimdedto all trad_ dmmst_ as _ell as
foreign,andthe cry d it h =o common,even amenigRthe vulgar, that I have
h=ardmy lamtlord,who keepsa pettyale-home in a ¢oa_y _iUag¢,harangue
it with great doqaeme; and with a grave air comldaia,that trade was aot
_j_l_ encom_g_l,whenhe _ the traded alc_Ir_ing _d moki_-

_., i, _44: "All tax_ howler, _ fon_a _ are not to k
rlsarc_l as _.e_lklal o_md=s, tm thase oa_ whleh are_a_l _a the kab
_s_ _ A tax ea Gemaa _ emamast_shmm amadama'_,

_Cf. e4_ _,p. seg: "If I _ a thamm_. ,,'u_' worth d

thaunad _ _,_, bmu_b_ _be S_ds _l _ m_ Sane, _
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Hume and Smith did not develop their foreign-trade doctrines
for themselves, it seems likely that their chief indebtedness was
to the philosophers, rather than to the earlier English economic
literature. In the literature before Hume there is scarcely any dis-
cussion of the anticipations of free-trade doctrine examined in
the foregoing, even for purposes of refutation, *_sand most of the
controversy is between exponents of rival schemes of regulation,
or between extreme and moderate mercantilists, rather than be-
tween mercantilists and free traders.

In many respects, indeed, as the mercantilist argument became
more elaborate and involved, it became more objectionable from
the point of view of modern doctrine, and, except with reference
to the bullionist.doctrines, a strong argument could be presented
in defense of the thesis that the mass of ordinary tracts on trade
of the first half of the eighteenth century showed a more extreme
and confused adherence to the fallacies of mercantilism than did

the writings of the sixteenth and early seventeenth centuries. The
simplicity and brevity of the early analysis at least resulted in
fallacies of comparable simplicity, but the later writers were able
to assemble a greater variety of fallacies into an elaborate system
of confused and self-contradictory argument. In so far as trade
theory was concerned, such progress as occurred was due almost
solely to a small group of capable writers, able to analyze eco-
nomic problems more acutely and logically than their predecessors,
but not able to make a marked impression upon their contempo-
raries or even to attract .th_'r attention. Even Hume made few

converts in Er_gland, and his influence on the physiocrats was
more apparent than on the English writers of his own generation.
On legislation, it is not evident that the critics of mercantilism
had much influence, and it could be seriously argued that, with
the _ of the d_pp_e of the b_kn_ regulations,

taininSamanmyin a _4ant warit is the mune_ wheemr we _ay them in
goodtor moueT,bemm¢ the ¢ommuplioais the same at any rate." For the
historyd a late ,_m version of _ fi_v_r, see F. W. TmmlS, "Abra-
ham_ ea the tariff: a myth,"in Fr_ tra_, tAe _ _ reciprocity,
_9a>,pp.34_47.For an earlierEmOishver_ see Rktm_ Haines, The ,re-
mmSm.el l,mm_, t674, p__x.

'=The e,_ _ ol am, he_rmme 4tat I lave .otleel are [David
_ +t_,,_ _.s+. .m,rte_ w_ t, mr_ 4 +rm_,zr_ r_ s,-3_, where
a mm_t d__ ¢mToat_ _ _ on importsare
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the general course of foreign-trade legislation from I6oo to after
Adam Smith _,as, without important exception, away from, rather
than toward, conformity with the.doctrines of the critics of mer-
cantilism.

III. SOILE _ODERN _NTERPRE_'ATIONS OF ENGLISH

MF__CA NTILISM

Thvre _has been a marked tvnd_ in recent years, more espe-
dally perhaps on the part of German economists and of economic
historians, toward a more favorable appraisal of English mer-
cantilist doctrine than has prevailed among the economic theorists
of the F_nglish classical tradition. NIu_h of _ tendenc T can be
explained away as due to participation in the interventionist, pro-
tectioniK, or aggressicely nationalistic sentiments of the _mercan-
tilist writers, to misconceptions of what the economic domfines
of the English mercantilists reafiy were, or to absence of knowl-
edge of, or interest in, the grounds for rejecting the mercantilist
doctrines afforded by modern monetary and _ _cheory. To
those apologists who defend the mercantilist doctrines on the
ground either that they were not what their La_tlcs allege _hem
to have _been, _r that the theoretical objections oi the critics can
be successfully _efuted, the foregoing presentation of the mer-
cantilist reasoning must surface as an answer.

The modernalaolngiesforme_-_ however,are alsosup-
portedby severalargutr_.ntswhich do not dash directlywith the
propofithus of modem trade _ moam_ _, and these
a.,gwmats are entitled m mort _tul la'eaUmm. The ¢m-
nomk: _ for instance, seem to dr-rive frnm their valid

doctri_ _at if suffzi_ iatormafioa _e availa_ the We_-
iea_ in aay 1_,_1 of iNxtica_ _ _xmldb¢ ex_ ia
_ g_ _ _ thin_ _ mnbus_
hry _ _ffij caa a_o t_ ia_T_d _y _ to _¢ _
ct_ "_ are _me ¢bviom_mdm m _cepmnce d
this ladm ef view. tt mmld lead to the condadon that ao age,
eaee_ al_eu_ the present one, is _ of serkms doetzlml
error, k overlooks the fact that m_ at the tdmmiml ¢h.ema-

staaom wl/_ tm been _ m _ tas beea the
mmitr _ar_ _ liare _ m be_
sucmada_ ia clebmaed _ tlaeUf_ _amj to/_eaal_-
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ported by demonstration that the typical behavior of merchants,
the nature of the gains or losses from trade, the nature of the
monetary processes, and the economic significance of territorial
division of labor have changed sufficiently since I55o, or t65 o,
or I75o, to make what _kas sound reasoning for these earlier
periods unsound for the present-day world.

It has been claimed also for the mercantilists that they were
presenting short-run doctrines and proposals, whereas their later
critics had only long-run considerations in mind. It must be con-
ceded that some of the mercantilist doctrine would not be quite
so absurd if appraised from the short-run point of view. But I
have found no evidence that the mercantilists intended their
analysisand proposals to be regardedas holding true for the short
run only, and there is abundant evidence that they were ordi-
narily not aware of any distinction between what was desirable
monetary or trade practice, to meet a temporary situation, on the
one hand, and as permanent policy, on the other.

It has been argued also, in answer to the criticisms of mer-
cantilist doctrine by economic theorists, that the primary objec-
tive of mercantilist policy was not economic prosperity but na-
tional fruity and power. In dealing with this interpretation of
mercantilism, it is imtxn'tant to distinguish between the official
and the unofficialexpositions of the doctrine, between the actual
policies and the reasoning by which they were supported, and
between Continental and English mercantilism. In each case, it is
only the latter with which this essay is concerned. Government
policy, no doubt, was never governed solely by economic consider-
ations, but for the unofficial writers tiffs was a subject for com-
plaint rather than for approval. Even in the unofficial literature,
however, political and religious mmideratiom were mingled with
the etonomic to a degree _ paralld in modem economic
literatttre. But in Eagland a strong and centralized government
andan aggressive rmti_ spirit had been established long be£ore
the _ o£ an important mercltili_' literature, and what-
ever ma-/ha_ been the t_-mationo_ the Continent the l_imary
m_mis of the Englisha_rmati_ mrite_ was oa t_ mea_
by which England's wealtli could be aagmentecLM_mywriters,
it ismr., ur_ in supportof themeasureswhichtheyadvocated
thatfl_ w=_l not onlymam'lamm _'s _-6spa-ltybat
wou_ _ her_ md power,injureherrive,
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and protect her national faith against its enemies, internal and
external. But the appeal to political and religious considerations
seems often to have been intended to win the support of the less
commercial-minded official and landed classes for the proposals
of the "merchants" or businessmen, and seems only rarely to
have expressed what was really the primary concern of their
authors. Especially i_t as a safeguard against applying
erroneously to the English mercantilist literature generalizations
which may be true of the Continental writers, it should be borne
in mind that English mercantilist doctrine was theproduct of
merchants to an extent withc0at_llel on the Continent. On
economic matters even the landed classes in England found their
ablest spokesmen in merchants such as Child and North. And
the merchants were typically impatient of official policy when it
failed to place primary emphasis on the economic aspects of the
matters with which it dealt, and especially when it appearedto
subordinate economic to political or religious eonsideratiorrs.

Even if it be granted, however, that the principalobjective of
the English mercantilist writers was a great and powerful Eng-
land rather than a prosperous England, it does not follow thaX
appraisal of their reasoning on strictly economic grounds is un-
warrantedor irrelevant. It would be d;_ to find eowcincing
evidence that any of the prominentmercantilists regarded power
and prosperity as generally conflicting and i=_s objee-
fives of national policy. On the contrary, it was a matter of
general agreementamoug them that for England the only certain

and _ of wealth. Child's formula, w_ch w_ often quot_
approvingly, expresses a_m-ately the mercantilist positkm: '_For-
eigntradeprodueesriches, richespower, powerlmmrvesour
trade-andre_.. "t After the P.evoluCton,in fact, trade and
wealth eeem to have becem¢ almost an _ of _e mer-

ltm_ of mtloml lmCcy was, if anyth_, _ I st=peer
th=t the"t_de w=l" ofthe semmenth =ml _ ==e=rles
,_-e ==ehmore_ theimaOmtm of the mere=ot_writm tl=m

md Wmermbr, bl a-a ,u_k _ p0w_d _ p_m_e ourtmle
ma__m=m__h_a_ .....
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in the intent of the governing classes who embarked upon them,
and that just as the merchants appealed to non-economic con-
sideratious to make their proposals attractive to the landed classes,
so the government appealed to the cupidity of the merchants to
win their support for wars embarked upon for dynastic or politi-
cal reasons. _ Even the official classes in England, however, were
probably more trade-minded, and probably gave greater weight
to economic considerations, than the corresponding classes on the
Continent. Such, at least, appears to have been the opinion of
eighteenth-century Continental observers?

Not only is there little evidence that the mercantilist writers
were prepared to sacrifice national economic to political interests,
but a good deal of the mercantilist literature can be plausibly
explained as special pleading for limited economic interests. The

• A striking instance is the following passage from a tract which is clearly
the product of a writer not familiar with, nor really interested in, commercial
matters, but who sensed the need for an appeal to economic considerations if
his plea for the continuance of the war with France then under way was to
have weight with its readers: "To proceed now to the second head I proposed,
namely, that this war has produced great and lasting advantages to the people
over and above liberty, and a security of our properties. The advantages I
propound to speak to shall be confined to the article of wealth, as being that
which most generally affects; for to talk to the common people of the great
honor our nation will gain by a happy issue of this war, is to speak to little
purpose."---The taxes _ot griet, lous and therefore not a reason for em un_ov]e
peace, I7x2, p. x5. The views of the mercantilists as to the efficacy of war as
an instrument to procure economic advantages would be an interesting topic
for investigation. It would be wrong to attribute to them without exception
the view that trade wars, even if successfully prcmecut_ promoted the national
wealth, and some of them anticipated the modern argument that even a vic-
torious war costs more than it retm-ns in economic benefits. Others, however,
looked upon trade wars as so essmatial to commercial _'mperit_ that the
Turkey Company tried to exclude a Quaker from its councils in t759 as pro-
fe_ng opinions he,tile to the waging of such wars. See (3, B. Hertz, The
old cotomial outr_m, tgo_ p. to.

*Ct. Hontesffaieu, De l'esprit de, lois [z748], Bk. xx, chap. vii: "D'autrea
nafiora ont hit c_der des int_r_ts du _ t, des im_ta poYcdqu_ :
[Le., Englandl & toujonrs fait ¢_,der ses int_'ts politiq,,es aux _ de son
comre_'_."_s ro,_l_tes, Paris, _8"17,IV, _x.

CA.also (__.may0_Ream..'qu_mr l'opiaim de l'ame_ de l'est_4tdes
eoaeermatlea eolm_" Jim,mat dr r,,3vic,_.re. January,_7661,in
ed., _mrcs de... F. _, x888, 1_ 429: %.. m Anlleterre...
o_ tes lois du commerce maritime ne se pr_m peint aux lois de h politique;
o6hs _ de la gl_be et de _.tai s0m _ordem_ _x int_ts des

tm'it_ _ l_t m_me m _t_t r_m-d_ ql_ comme d_ _ de ia
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most ardent advocates in the seventeenth century of the revival
or enforcement of the bullionist restrictions had a personal in-
terest of one sort or another in these regulations. Malynes is
said to have had expectations of getting a remunerative contract
in connection with the currency if the office of the Royal Ex-
changer were revived. Milles was a customs official among whose
duties would be the enforcement of any bullionist regulations.
Violet had been a "searcher" and informer in connection with

the regulations prohibiting the export of bullion, and his appeals
for stricter enforcement were accompanied by pleas that he again
be employed to discover violations of the regulations.* Wheeler
was secretary and Misselden an important member of the Mer-
chant Adventurers, and their tracts were written in defense of

their exchange transactions against the attacks of Milles and
Malynes. The East India Company, in its charter of I6oo, was
granted the right to export a limited amount of bullion, and in
its early as in its later operations bullion constituted the bulk of
its exports from England. This led to attacks on the company of
which Robert Keales' The Trades Increase (I615) was typical.

Digges, a member of the company, wrote his Defence of Trade
( I6I 5) as a reply to Keales, and Mun, an officer of the company,
wrote his tracts and presented a "remonstrance" to the govern-
ment primarily to ward off hostile measures against the company.
Throughout the history of the company its offic_rrsand employees
were publishing tracts in its defense which were important con-
tributions to the literature of mercantilism. Toward the end of

the seventeenth century, when attacks on the company turned
mostly on its monopolistic character, its imports of East Indian
silks and calicoes to the alleged injury of English industry, and
its unfavorable balance of trade, Child and Papillon, officers of
the company and with much of their private fommes invested
£_erein, wrote in its defense. Much of the mercantilist literature
from x67o on, written in _pposition to the company, was the
work of rival merchants who wanted to participate in the East
India trade or of persons connected in someway with the domes-
tic textile industries which were feeling the effects of East Indim't

• Violet had him_I ka ¢eavk_ of, a_l pmi_ tot, violatloaof e_e

_ was that _m _ld _ h the brat keel_ el a parkY--
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competition. Tracts were written by factors in the woolen industry
urging or supporting the prohibition of the export of wool and
were answered by spokesmen for agricultural interests. John
Houghton, Charles Smith, Arthur Young, and many others wrote
in support of the bounties on the export of corn with an evident
agrarian bias. The literature on taxation consisted in large part
of tracts written by traders who wanted the main burden of
taxation to rest on land, or by landed men who wanted it to
rest on trade. There were contemporary charges that some of
those who were urging the legal limitation of the rate of interest
were rich merchants who had ample funds to finance their own
activities and hoped that the reduction of the rate of interest by
law would make it impossible for their poorer competitors to
borrow the fuflds necessary for the conduct of their affairs. Pleas
for special interests, whether open or disguised, constituted the
bulk of the mercantilist literature. The disinterested patriot or
philosopher played a minor part in the development of mercantilist
doctrine, s

After the Revolution, when control of commercial policy had
definitely passed from the crown to Parliament, commercial af-
fairs became the football of party polities, and factional rivalries
and conflicting economic interests were likely to be involved in
any important issue of commercial policy in a complex way. If I
may venture to take the controversy waged around the commer-
cial clauses of the Treaty of Utrecht (1713) as an illustrative

instance, the situation seems to have been somewhat as follows :0
Fr6m the early decades of the seventeenth century, the trade be-
tween England and France had been greatly restricted by both
countries, either by discriminatory duties of prohibitive severity
or by absolute embargoes. When in t7z 3 a Tory government
concluded peace with France, it proposed also to reestablish open
trade with France. The Tories represented the landed classes and

"This interpretationof the literatureof the periodas consistingmainlyof
briefsfor specialintercstJh intendedto applyto the vrritingsof the moderate
_ well U of the¢xtrtmzmm-camiti_ccs.Child,in fact, presentsone of themost
glaring_ of specialple_l_. See Sven Hdaad_, "Sir Josiah Child,"
I'F_Iu, S Archly, XIX (t9_'3), a33-49,and for closely similarex-
por_'e d _ by v_temporar_ A di_coc,r_t co_cev_gi_gthe Ea_-India

co_dertd: imcA e_:p _ _uooll,l_



Ix6 Studies in the Tbeary of International Trade

the Anglicans, and also. received the support of the surviving
Catholics as being less hostile to them than the Whigs. The
Whigs in the unrefon'aed Parliament of the time were also pre-
dominantly members of the landed gentry, but in order to secure
a popular footing they had sought the support of the noncon-
formist or Low Church yeomen by adopting a policy of tolerance
to dissenters and extreme opposition to Catholics, of the moneyed
classes by their support of the Bank of England, and of the inde-
pendent merchants and the manufacturers by opposition to the
monopoly companies and by support of extreme mercantilism. The
Tories, on the other hand, came to terms with the East India
Company, whereby in return for support of the endeavors of the
company to preserve its monopoly privileges and to be allowed
to import East Indian cloth, the latter gave financial support to
the crown through loans, and to its defenders in Parliament
through private bribes.

On the specific issue of the resumption of trade relations with
France, the Tories were favorable and the Whigs opposed. In
so far as it was not a matter merely of factional rivalry, this
aligmnent seems to have followed economic interests fairly closely,
although other considerations were also important. Support for
the resumption of freer trade appears to have been confined to
the landed classes and to have been due mainly to three con-
siderations: a greater trade with France would mean greater
cu_-tom revenues to the crown, of which they were at the time
the supporters; it would mean cheaper claret and silks; and, as
a minor factor, it would he a check to the growing power of the
trading classes, who were objectionable as "upstarts" and as
Whigs, as enemies of the Janded interest, and as exponents of a
trade policy which made the cost of luxurious living higher for
the country gentleman. The Whigs opposed the commercial treaty
in part to embarrass the crown, in part because they were tradi-
tionally hostile to France as "the leading Catholic monarchy. 7
They were supported by the independent "merchants ''8 and by

'Bythe_ _iBhSae_totrade_ Framewasao_a_ as_of of
h_itt totrade.Cf.the_ _ To,'-'.m,andtradeam
s_'ee (_ _Tx_),whichaecm_ theTori__Ihaci_alwarsl_m hasuleto
mak,aml_ M_ as_ am_m_ _ it_ oBea
trade_4thFnme_
•"'Men.urn'm thee_tumh _ mmm _ ram,andthe

_us zs wide _ 'tn_' is e_m oow; 1J_ke_ md _s wm-ehschwl_
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the domestic manufacturers of liquors and cloth. The Whigs suc-
ceeded in stirring up violent opposition to ratification of the com-
mercial treaty. In the controversies at the end of the seventeenth
century, when the Tories supported both the continuance of mo-
nopoly control by the East India Company of the trade with East
India and the limitation of the restrictions and duties on East

Indian cloth to modest proportions, they had found in the ranks
of the company itself and elsewhere able advocates, including
such men as Child, North, Davenant, and Barbon. In the con-
troversy about the Treaty of Utrecht, however, the level of argu-
ment on both sides was low. Daniel Defoe was allegedly hired by
the Tories to defend the treaty in a periodical, Mercator, estab-
lished for the purpose, and the Whigs replied in another peri-
odical, the British Merchant, to which the principal contributors
were prominent merchants with extreme mercantilist views. Defoe
was too much of a believer in the mercantilist doctrines himself

to be able effectively to meet criticism of the treaty on mercan-
tilist grounds, and as far as public opinion was concerned the
British Merchant had much the best of the argument. Whether
or not the battle in the periodicals and tracts had much to do
with the outcome, the commercial treaty failed of ratification in
Parliament by a narrow margin of votes, and its defeat tended
to strengthen the hold of mercantilist doctrine on the English
merchant classes, and to sharpen the conflict of interest and
opinion between the landed classes and the trading and industrial
dasses. D

While non-economic considerations unquestionably played an
important part in this controversy, no one, as far as I could dis-
cover, conceded that these considerations dashed with the eco-
nomic ones. On the basis of modern theory, the Tories had the
stronger economic case. But the country gentlemen who consti-
tuted that party had no effective reply to mercantilist doctrine,
and at this critical stage were without competent aid from the
ranks of other classes. The ignorance and inarticulateness of the

in it." L. B. Nmer, The _,_'ture of politics at _i¢ acce_m of GeorgeIII,
xga9,I, 61, note.

"It is of interestthat the Frenchgo_; o_ _ _ thoughtof
the _ variety,had also lost its zeal for the treaty, and fdt relieved
whea 1_ Eaglish P-adinammrej_st it. See E. _, "Les trait& de

entre la Frar_ et r_ttetw:_ _ !'_ rl_me," R_e
¢&omn,/t _, Xv (x_), _.
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English landed classes made them impotent in I7I 3 to prevent
their victimization by a mercantilist policy which they vaguely
sensed to be hostile to their interest, although they were in over-
whelming control of Parliament. Over a century later, when the
change in the status of English agriculture had made them the
beneficiaries instead of the victims of mercantilism, their failure
to produce spokesmen able to cope with the orators of the mer-
chant class was a factor in their failure, in a Parliament in which
they were still in the majority, to prevent the spectacular over-
throw of mercantilism. Anyone who attempts an interpretation
of the evolution of English trade theory solely in terms of objec-
tive historical circumstances faces the task of reconciling his
account with the part played by the evolution of capacity for
economic analysis. Objective fact played its part. But if the Tories
had had the services of North and Barbon in I7x3, they might
have dealt a fatal blow to mercantilism then by showing that
what was in their private interest was also in the national interest.
And if Peel had been less public-spirited and intelligent in I846,
or if there had been among the hack-bench squires men able to
cope in debate with Cobden and Bright, the reign of mercan-
tilism in England might not have had its I846 to I916 inter-
mission.



Chapter III

THE BULLIONIST CONTROVERSIES:

I. THE INFLATION PHASE

What must we for a standard own,
By which the price of things are known?
"Tteas thought, time past, by men of sense,
"Twas guineas, shdlmgs, pounds and pence¢
The Bank has said, and says so still

"Tis nothing but a paper bill;
• "Tis in Sir Francis Burdett's hea_l

The standard is a loaf of bread,

WhiLst Adam Smith did always say,
It was the labor of a day.

_("William Pitt," The bullion debate; a seriocomic satiric poem, x8xx, p 7.)

I. THE PARTICIPANTS IN THE CONTROVERSY

The suspension of specie payments by the Bank of England in
I797, and the currency, exchange, and price phenomena which
followed it, gave rise to a controversial literature of great extent
and, on the whole, of surprisingly high quality. Until the resump-
tion of specie payments was approaching, the _general trend of
prices and of prosperity was upward; but resumption was fol-
lowed by a long and trying period of falling prices and of
ecotmmic distress. The change in circumstances led to a marked
difference in the distribution of emphasis on the issues involved,
and, in a number of instances, to a sharp reversal of doctrinal
position by pm'ticipants in the controversies of both periods. It
writ be cowtement, therefore, to deal separately with the litera-
ture of the earlier and the later periods, which can be distinguished
as the inflation and deflation periods, respectively.

Of all the older umtrover_es in the field of international trade

theory, the inflation phase of the bunionist* controversy has prob-

*The_ were _ m _ or ant/-bunioei_ _cord-
im m thty atmptedor rejectedthe _ofa t_emiemoe tmllionas a
¢mmmtratim_ _m_iatim ei lm_ acre, andmm_ement of the_.

It9
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ably been most fully and competently canvassed by modern
writers? But there is still room for a resurvey of the controversy.

The contemporary literature of the bullionist controversy is of
great importance for the history of the theory of international
trade in its monetary aspects. The germs at least of most of the
current monetary theories are to be found in it. It embodies the
first detailed analysis of the relationships between currency phe-

, nomena and international balances, exchange rates, and price
levels, under both metallic and inconvertible paper currencies.
Foreign exchange theory is carried substantially forward, and
the theory of the mechanism of adjustment of international bal-
ances is advanced substantially beyond the stage at which it was
left by Hume. There are also discussions of a truly pioneer char-
acter of the functions of a central bank in a complex credit econ-
omy with respect to the maintenance of international monetary
equilibrium and of internal business stability.

The contemporary participants in the controversy arrayed them-
selves fairly sharply in two opposing groups: the "bullionists"
or "anti-Restrictionists" on the one hand, who criticized the
course of monetary events, and the "anti-bullionists" on the other
hand, who defended the government and the Bank of England
against the attacks of the lmllionists. But as will be seen, there
were important divergences of opinion within each group. The
essential doctrines of the lmllionists were expressed by a small
group of writers, of whom Boyd, a King, 4 Thornton, 5 Wheatley, 6

There is, of eouwse,no rel_tiomh_ betweenthe "hullio_ists"of _:_ periodand
filesixteenthcentury"butlionL.ta"whosedoctrineswereexaminedinchap. I.

, N. S. Silberling,"F'matmialand monetarypolicy of Great Britainduring
the Napok.ol_ wars." _'/y iowmml_ ¢conmm/c#,XXXV'III (x9_4).
az4-_; ._'-4_;/b/d, "Britishpricesand bnslmss cycles, _29-xSSo,"n,.v/_
of¢c_ aaaa/c,, lazl. vol. Y, aa_L 2 09a_), z,9-Cm; IL G. Hawtrey,
Cw're_,'_a_ _, _ ed., I9_8, chap.xviii: J. H. Hollmm_, "The d_do_
meat of the theoryof mm_ fromAdamSmithto David R_trdo70m_o4y

ot ec_ic.¢, XXV (19it), _O.'io; J. W. Ant,dl, T_ t_ at i_Ur-

¢Saz, _9x9; I,I. S. Foxwe., preface to A. Aad_d_ Him_ ot ttw Ba_ o!
E_la_l, ad eeL,xga4.

•WalterBayd,A LaUcr to... Pitt, zSox;_ _ _,iih adaitim_ xSo_.The
eatloa of xSxx,of_m referredtoasthesecondedition,ismerely a reprintof
the fa_ aad lad_ the _ _ made in the true seeoadec_tic¢,

tSe_l, ad ed., t_t.

• Jam W'-aeml_,Ramvl_ o_ _ _d ¢omur,_, ate&



The Btdlionist Controversies: L The Inflation Phase x2i

and Homer, Ywere most important, during the first period, I8oi
to I8o 3, of marked premium on bullion and fall in the exchanges.
Similar phenomena, even more marked in degree, in connection
with the Bank of Ireland gave rise to a parliamentary inquiry s
and to the bullionist publications of John Leslie Foster,' Henry
Parnell, 10 and Lord Lauderdale. 11 The reappearance from I8o 9
on of a high premium on gold and a substantial fall in the
exchanges gave rise to a flood of tracts and pamphlets, of which
the most important on the bullionist side, in addition to the
Report of the Bullion Committee of xSIo, were the contributions
of Ricardo, his first appearance in print as an economist, 1_ T. R.
Malthus, is Robert Mushet, 14and William Huskisson3 5

The most effective statements of the anti-bullionist position
were in speeches in Parliament by Nicholas Vansittart le and
George Rose, I_ and in tracts by Henry Boase, Is Bosanquet, _'
Coutts Trotter, 2° and J. C. Herries3 _

_Francis Homer, review of Thornton, Edinburgh rev/ew, I (x8o2), XTa-2ox ;
review of Lord King, ib/d., II (x8o3), 4oa-2I; review of Wheafley, /b/d., Ili
(I803), _x-Sa.

* Report . . . _rom tire Committee on the circulating paper, the specie, and
the currem coin o/lrelaad [I8O4]. 18a6 reprint.

* fin essay on the principle of commercial exchanges, x8o4.
= Observations upon the state of currency in Ireland, t8o4.
11Thoaal_s on the alarming state of the circulation, 18o5. -
=Three letters to the Mon6ag Chronicle, August-November, I8o9, reprinted

by Hollander as Three letter, on the price of gold, I9o3; High price of bullion,
a proof of the depr¢_ of bank r.otex [xst ed., xSxo], 4th ed. with appendix
[ISxx], reprinted in J. IL McCulloch eeL, The works o] David Ricardo, x852;
Reply to Mr. Bosancas_# practical obsoTagqor.s [xStt], reprinted in Works;
and three additional letters to the Mornina Chronicle, September, I8Io, re-
printed by Hollander. in Minor lmpere o_ the curreacy qaeaio_ I8o9-I823 by
Datdd Ricardo, 193_

=_Depreciafion of paper currency," Fsdinburgh radew, XVII (tSn); "Re-
view of the controversy respecting the high price of bullion," ib/d., XVIII
(_Sx0.

2, fire 6w_ry into the e_ect, prodwc_l on the satiomd cm'eoscy . .. by the
Ba_t rear/a/oa b///, 3d eeL, t8tL

=Tke _saos eomcem/_ the deprec/a6_ o! our cm,vtmcy _ed _ ex-

"S_ of two _),,¢_*,, rStt.
= S-_e of $i_eeck . . .om the Cepect of the _ commilfee, XSIl.
=,4/¢u_... in d_eace_ thecoa&a ofthedlr_:, 18o¢
m pracBcal ob_ opt the report of tke _ committee, _ ed., xSto.
"T& _ of_ m,dexcha_es,_ totherepot, ad _L,

xSm.

"d m o! t_ emafoz_ rnpcc_O the h/_h _ce of/nd//,_, 18IL
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Ricardo made but few additions to the analysis of his predeees-
sots, _ and, as will be shown later, on some important points he
committed errors from which some of the earlier supporters of
the bullionist position had been free. But the comprehensiveness
and the force and skill of his exposition and the assurance and
rigor of his reasoning made him at once the leading expositor of
the bullionist position. It was largely through Rieardo's writings,
moreover, that the bullionist doctrines exercised their influence
on the subsequent century of monetary controversy. Special at-
tention is given, therefore, to Ricardo's position in the following
account of the bullionist controversy.

II. THE FACTUALBACKGROUND

An excellent statistical compilation of the significant banking,
price, and exchange rate data relating to the suspension of cash
payments, presented in both tabular and graphical form, is to be
found in Silberling's essays, and much of this material is repro-
duced by Angell. Silberling has computed and compiled some of
the important series from original data not hitherto available in
print or available only in raw shape. There need he presented
here, therefore, only the minimum amount of information as to
the nature of the currency and banking system of the time and
the course of' monetary events essential for an understanding
of the theoretical issues raised in the course of the controversy.

From the outbreak of the war with France in I793, the Bank
of England had been under a strain mainly because of the great
demands for advances made upon it by the government, which
it had resisted, but unsuccessfully. Early in 1797, a general panic,
induced apparently by rumors of a French landing on English
soil, and accentuated by failures and suspensions on the part of
the country banks, led to a general clamor for_gold. On February
25, I797, there were only £I,_7a,ooo of specie and bullion in
the Bank, as compared to ordinary reserves of £5,ooo, ooo, or
over. On February 26, 1797, the government, at the request of
the Bank, issued an Order in Council prohibiting specie redemp-
tion of its notes by the Bank. By an Act of May 3, I797, the
restriction of cash payments was validated and continued in effect.

"_ isalsotheconclusionofHol_-,_x:_. cO., O_rtt'r/y iam_ml aJ
ecru, XXV (tgxt), 469.
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subject to minor qualifications, until June 24, 1797, and by a
succession of later acts the suspension of specie payments was
enforced until after the end of the war. With the factors re-

sponsible for the suspension of specie payments in 1797, we need
not here concern ourselves. 1 The suspension of specie payments
was quickly followed by an inward flow of bullion, recovery of
the Bank from its strained condition, and general restoration of
confidence, and it was not until toward the end of 1799 that the
exchange on Hamburg fell substantially below the pre-Restriction
par and a premium was quoted on bullion over paper. From I8o 4
to 18o8 the exchanges were again at or near parity, and paper
was at no or a small discount in relation to bullion. But from

I8o 9 to the end of the war there again prevailed low sterling
exchanges and substantial premiums of bullion over paper. 2

England, prior to the Restriction, although legally on a bimetal-
lic basis, had for some time been in effect on a gold standard
basis, since the mint ratio of silver to gold was such as generally
to undervalue silver and thus keep it out of circulation. The
metallic enrrency consisted of guinea pieces (-- 2I shillings) and
multiples and subdivisions thereof, and of silver coins from the
crown (= 5 shillings) down. Of the silver coins, only the under-
weight coins remained in circulation. Except for coins surviving
from ancient issues, the sovereign (= 2o shillings) was only a
money of aceotmL English coin could not legally be melted down
unless underweight, and was not legally exportable, and gold bul-
lion was exportable only subject to oath that it had not been
obtained by melting down English coin. The metallic currency
was supplemented by Bank of England notes in denominations of
£5 or over, redeemable in specie upon demand, and by country
bank notes, also in denominations of £5 or over, payable upon
demand in specie or in Bank of England notes. London bankers
had in I793 vokmtarily ceased to issue their own notes. Outside
of the London area the Bank of England notes circulated freely
only in Lancashire., where the local banks did not issue notes but
where bills of exchange of small denominations were extensively
empioy_ as a medium of exchange. Bank deposits subject to
check were also in existence, and constituted a part of what would

"Set tameL tx x44,_
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today be regarded as the circulating medium, although this was
not yet widely recognized. Checks payable to order had only
recently come into common use even in London and only for
large payments. The private or non-governmental deposits at the
Bank of England were small in amount throughout the Restric-
tion period, and for the years after I8o6, for which alone their
precise amounts are known, they reached a yearly average of
£2,ooo,ooo in only one year. t In the provinces also deposits seem
to have been relatively unimportant, and to have been drawn upon
mainly for cash, but the available evidence on this point is con-
flicting. _

III. PREMIUMON BULLIONAS EVIDENCEOF EXCESS ISSUE:
THE BULLIONLSTPOSZTZON

The central issue of the controversy was made to turn c_, the
question of whether the paper poured was depreciated, the bul-
liouists insisting that it was depreciated, and most--though not
all--of the anti-bullionists denying this. The answer to such a
question obviously depends on how "depredation" is defined, and
the controversy suffered from a constant tendency to degenerate
into merely terminological issues. As one bullionist writer causti-
cally remarked: "'Whether reduction of prices [of paper in gold]
be depredation or not, or equivalent to it, is a verbal question
very fit to be argued in 'Change Alley.'-1 But always present,

• Report _ tht Com_tte¢ of secrecy on the Bat& of F_gkmd charter,
x832,appendixNo. _, Ix4x.

•VincentStud_, a co_t_ banker,testlf_ in x8r9 that in his bank the
depositswere aboutone-thlrd/n amountof the note humes,althoughthis pro-
portiontluctuated.(Report h'o_ the [Commons]Co',,,,_,¢eomthe expediemcy
oFt/tt Bast&resmm/_ cos&_, I819,p. 245) JamesPe_._';_._ton,writing
as late as x86t, stated ttmt "The depositswith country__,,_ws are generally
couvortedintonotesor coin,or intoa billuponLondon,beforeultimatepmyment
is aceomldlslmL"(_etter fi-omMr. Penfiingt_on theLzmdoubauklm8system,"
inJohn Cammov_Sw/_/emtxtto_ts mea fem.mb_ets M po//t/ca/_my,
186t,1_M m_e.) Cf.,however,the_ d am_herwrlter,kDrwhiehI m
_ no _de_ coeC_mmim:

"A countrybank was a klad of _ _mre, withont stay _-_d
inte_ of tm_s or mm_, the ttteater _ of _! _ l_ttmeenman

Itwm herd/tlett_llctl_m_ntsfor_llm aml_tl_ lfilh_d/d_re_/td
notes." SmuuelTurner, ComsMtrat/o__o_ tat _o _ otd
_s M tkt Brit-'tskBmOir¢,_,_ to. S4-SS.
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even when not dearly brought into the foreground of the dis-
cussion, were genuine and important issues of fact and policy.

For the bullionists the paper currency was depreciated if issued
to excess, and many of the anti-bullionists also accepted this
quantitative criterion of depredation, or at least did not explicitly
reject it. Defining depreciated currency as a currency issued to
excess might seem merely to substitute one term of doubtful
meaning for another. But the question, What is the proper amount
of currency a country should have? is an important one. To this
question, as Hollander points ont,a Adam Smith had given no
answer beyond saying vaguely that it was determined by "effec-
tual demand,''a and the partidpants in the bulfionist controversy
were the first seriously to tackle it. The hullionists argued, or
more often simplyasserted, that a circulationexceeding in amount
what, under otherwise like conditions, could have been maintained
under a metallic standard,was in excess. There was little express
objection to this criterion of a properly-regulated currency dur-
ing the inflation phase, and serious discussion of its adequacy
came only with the deflation phase of the controversy.

During the inflation phase the main issue in controversy was
as to the proper method of determining the existence of excess of
issue_ The chief test of excess issue used by the bullionists was
the existence of a premium on bullion over paper currency, al-
though since they held that me level of prices was determined by
the amount of currency and that the amount of premium of
bullion over paper and the amount of discount of sterling ex-
change from the metallic parities were closely rdated, they also
held that a relative rise of prices in England as compared to
abroad and a fall in the sterling exchanges below parity were
evidmee of depredati_ _The butlionist position was well ex-
pressed by tMal: "The premium on b,-_Uion,me low rate of
exdmnge, and the high prices of commodities in general, [are]
•.. synptmm and effectsof the _ of paper."
ca+,xlko,_ m.cL .ilo, _<,+a mdlm"view,_ A_.,,ml, _ :,,_+,.rto_

"0_ _ _ _ of _, XXV',4,_.
*w_ # ma_o,u,Carome,t, I, 4m.
*/,mev _ P/a, ad_dL,rJka,_a_a:e, p. mini. _ by ea_ai_ _ae-
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Their conclusions rested on the following reasoning: the rate of
exchange between two currencies depended solely or mainly on
their relative purchasing power over identical transportable co/n-
modities in the two countries; on quantity theory of money
grounds, prices in the two countries depended on the quantities of
money circulating therein; the price of bullion in paper currency
was governed by the exchange rates with metallic standard cur-
rencies; therefore, if the exchanges were below metallic parity,
and if there was a premimn on bullion over paper, this was evi-
dence that prices were higher in England, and the quantity of
currency in circulation greater, than would have been possible
under the metallic standard prevailing prior to suspension of
convertibility. 5

While Wheatley and Ricardo held that the relative rise of the

p.rices of particular commodities in England, as compared to the
prices of the same commodities in foreign countries having metal-
lic standard currencies, would be proportional to the degree of
excess of the English currency, they did not suggest that the
existence of excess issue could in practice be tested by such price
comparisons. 6 The notion of an index number was still in its
infancy. Evelyn had published his crude index number of Eng-
lish prices for the preceding two centuries in x798, and Wheatley
had commented on it in laudatory terms. T But no current index
number yet existed for England, and there was but little informa-

tion as to the prices prevailing in other countries. To Ricardo,
moreover, it seemed an absurd notion that the trend of prices in

andexce_issue.Cf.thetitleofhistract,T/_k/e/,#r/reofbtdt/_,,_,#tool
ttle depreciatio_o_ basic notes.

"This reasoning bears a superficial rdatilmship to Cassers so-called imrdms-
ing-power tmitr theo_, butas will beexplained_ (see t_ 2_a fir
in_a), Ricardo's stress on the _ l_ricea M idenNcal tralutpet'Mble
modities makes this lmrt of his reasoninlF a truism if trl,TuiGortatima costs and
tariff, are abstractedtrom,whereas Cassel'sdoei_h-,e,even if it be restricted,
as Cassd doesr_t restrictit, to ime,_omlly tracled_ only, imtead
_I _ a truism,is _ Cassdh _i, lne, moreover,makesq--_
for the e_et of _ _ which _ and _ exl_eS_
rehn_ to nmke, madwhi_ they wodd 1_ " _s fmal
to ttmlr whole Im61tiott if mm_
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I (rl_),_x.
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The Bullionist Controversies: 1. The Inflation Phase x27

general, or of the general purchasing power of money, could
be measured. Since prices fluctuated even under a metallic stand-
ard, he conceded that their fluctuations under an inconvertible

currency could not be attributed solely to changes in the degree
of excess of the currency. The only test from English prices alone
of the existence of depreciation which he could consistently have

accepted, therefore, would have been a comparison of the prices
prevailing under inconvertibility with the prices which would have

prevailed under convertibility, other conditions remaining the
same, and in his treatment of arguments from price data Ricardo
always adhered to this position, s But Ricardo held that since the
premium on bullion measured the degree of excess of the cur-
rency, _ it measured also the degree in which prices at any time,

say I8IO, during the suspension of cash payments were higher,
not than they had been in I797, but than they would have been
in I8Io if the currency were in 181o at the amount which could
then have been maintained in circulation under a metallic stand-

ard. Ricardo, however, put much stress on the question of the

extent of the depreciation, as providing an answer to the ques-
tion of how great a reduction in the currency would be needed to
end the depreciation.

IV. QUALIFICATIONS CONCEDED BY THE BULLIONISTS

The bullionists were prepared to make several qualifications to
this reasoning and therefore to concede that the existence of a

premium on bullion over paper, or of a discount of sterling ex-
change from metallic parity, was not an absolute proof of excess
issue, and was strong presumptive evidence of excess issue only

*AS did also at least one anti-bullionist. Cf. The substance of a speech by
Caalereagh in de House of Commons, July 15, ISrz, x8xI, p. x5: "With the
exception of the precious metals, bank notes have the same powers of purchasing
all other commodities, which they would have had at this day, if no necessity
for shtltting up the guineas in the Bank, or for sending gold abroad in utmstud
quantities, had ever occurred.... Such I wish to be understood.., is the
seine, in which I deny that hank notes are now depreciated."

*Most of the Mlionists did not seriomly concern _lves with the prob-
lem of how to m_umn_ the ¢_ of dem'eei*_km bet were conm_ when they
had dettmmtm_ its e3dsten_ CA.King, Thoughts ors the effects of the Bank
re#_,_, M ed., 18o4, p. 40, irate: *'nor w_ the most careful reference to
the two tests ot rite price of b_l_ and the _ of the exchanges enable m
to _ i_ what p_c;.se degree a _ is depreciated: though the
getmal f_et'ofa de_'eeiatiun may be provedb_ond dispute." (Italics in
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if it was substantial and prevailed for a considerable period of
time.

There was first the question as to whether the price of gold
or the price of silver bullion should be taken as the test. Since
the bulliouist comparison was always with the amount of circula-
tion possible under the metallic standard prevailing in x797, and
since it was generally, though not universally, agreed that Eng-
land had then been in fact on a gold standard basis, the bullionists
preferred to use the price of gold as their test. There were fairly
substantial variations in the relative prices of gold and silver on
the English market, and therefore also in the extent of the
premiums over paper which they respectively commanded. But as
during this period a substantial premium on the one was always
accompanied by a substantial premium on the other, it did not
matter for practical purposes which was taken as the test of the
existence of excess currency, although it would have mattered if
what were in question was the degree of excess.

Secondly, when the bullionists used the exchange rates hs an
alternative or supplementary test of the existence of depreciation,
they conceded that since even under a metallic standard the ex-
changes could fall below the mint parity to th.e limit of the cost
of shipping bullion, a fall in the exchanges which did not go
beyond this limit was not proof that there was excess of currency
under inconvertibility. 1 Moreover, whereas England had been on
a gold standard basis prior to the Restriction, Hamburg, Amster-
dam, and Paris, the most important quotation points for the
exchanges during the Restriction, were on a silver standard basis.
Rieardo and other bullionists pointed out that since the relative
values of gold and silver were not constant, the exchange parties
between gold and silver currencies also were not constant, and
that in computing the deviation of, say, the London-Hamburg
exchange from parity it was necessary to make allowance for
any alteration in the relative market values of the two metals.

But the general trend of the price of _ver as eompared to gold
was downward during the later stage of the controversy, and

t Rie_ it is tr_ mtintai_ tim tl_ foreign_ emld falt t_ter
the mlnt gu_ti_ even undera feUyumvert_ ewremy enty if the eerm_
was "redundant"(Le., was in e_eeu of whatcouldciteul_ _y with
the _ of the _ tt _ _r_L trot he_ m_t _
*ezeeu"of_ u_lerinemvert_/l_relythearm aee,smet and
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Ricardo pointed out that comparisons of the trend of the Ham-
burg exchange during the Restriction period which used the pre-
vailing rate before the Restriction as the base therefore under-
estimated the extent of the real fall in the exchange value of
English paper currency in terms of gold bullion abroad?

Thirdly, even before x797, English gold coin, or bullion derived
therefrom, was not legally exportable, and at a time when the
exchanges were against England exportable bullion would com-
mand a premium over its mint price in coin or in paper. Ricardo
and other bullionists insisted, however, that the prohibition of
export of English coin or buUion could not be successfully en-
forced and that a small premium would in practice suffice to com-
pensate for the risks involved in melting and false swearing, or
in smuggling I_nglish bullion out of the country. They conceded
that a premium on gold not exceeding this risk-premium was not
necessarily indicative of excess. Bullion also could command a
premium over coin and paper even under convertibility if the
coinage was generally underweight as compared to its nominal
standard, and for this also the bullionists were willing to make
allowances. But the gold coinage was in good condition in 1797,
and only a minor allowance was called for on this account? The
bullionists tended to agree that 5 per cent premium on gold was
ample allowance for both these factors, and it seems that in
the years prior to z797 the premium on gold at no time exceeded
this except in isolated and special transactions. _

Fourthly, the lmllionists recognized that the substitution in
England of paper for gold and the export of the displaced gold
would tend to result in a rise of prices in other countries in terms
of gold, and that England could share in this rise of prices, and
could therefore circulate a greater quantity of currency than
before, other things remaining the same, without suffering a

mRoby to Mr. Bosaaqaet': obsermtio_, Work,, I_ 3aI-_.
"Accordingto Musher,a _ test of the weight of the sold coin still in

cireulatio_made in x8o7,showedon the averageslightlyunderx.5per cent of
underwe_ (Am _ /_¢o _ cheers producedo_ the nationalcm'rency
•.. b_ _ _ rsmict_os bill, ad eeL,xgxz, _ 30.) Siueethe lighter coins
wouldtend to _ long_eJtin eirculati_ tiffs would indicate that little
allovnm_ou_m _ wouldbecalledfor _rior to :_.

"_ BuUioaCommitteeestimatedthe mzlmm premiumca Zoidbu_a
°_ P_W_ml co_ _ co_d_v_ _e_ x_ _ _ s_ per cent.
Rqa_l,_. z4-lS.
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premium on gold or fall in the exchanges. 5 They did not attach
any importance to this factor, however, presumably on the ground
that any such release of gold would be negligible in comparison
to the world supply. ° Since to the extent that this consideration
had weight it would tend to make the bullionists' tests of excess
as they defined it too generous rather than too exacting, the anti-
bullionists also made no use of it, although it became an impor-
tant element in the controversy of the deflation period.

V. POSSIBLE OBJECTIONS TO THE BULLIONIST POSITION

In addition to the qualifications which the bullionists themselves
made to their argument that the existence of a premium on bullion
over paper, or a fall of the exchanges below the metallic parity,
was a demonstration of the existence of excess issue as compared
to what could have been maintained in circulation under converti-

bility, there were other valid qualifications which they either de-
liberately abstracted from or overlooked.

Throughout the controversy, currency was generally taken to
mean metallic money and bank notes, bank deposits either being
overlooked or else held not to be currency. It would, of course,
be possible for bank notes to depreciate even if drastically reduced
in volume if at the same time deposits were increased in relatively
even greater degree. But unless there was reason.to suppose that
mere departure from convertibility would result in a change in the
relative importance of currency proper and bank deposits, the
failure to give consideration to the latter would be of no signifi-
cance for the main theoretical issue in controversy.

Similarly, a currency might depreciate because of an increase in
its velocity of circulation, its amount meanwhile remaining con-
stant or even falling. This was generally recognized at the time,
but it was tacitly assumed, then and later, not that velocity re-
mained constant--for it was known that it was subject to vari-
ation with the state of business confidence, with improvements in
the means of communication, and with the devdopment of clear-

scf. _, Remaeks o_ _ mat commerce,18o_ O. _; Ricardo,
H_ p_iceof b_llion, Works, p. 266, note.

"Cf. James Mill, Review of Thomas Smith's Es_d om/_ tkeory of moaO
t_./u_t, 18o7,in P_d/_/no_ r,_,_, XIII (I_), _. But _ James

argumems,andcannotbe consideredas mamaq_lificd_ :
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inghouse and other arrangements for "economizing currency, ''1
but that velocity would not be altered merely by the suspension
of convertibility. If changes in velocity due to changing degrees
of confidence in the future of the currency be disregarded, this
assumption could not be expected to be a source of serious error.
Under convertibility the actually circulating medium, if deposits
and bills of exchange be disregarded, was partly coin, partly
paper; under inconvertibility it was wholly paper. It is conceiv-
able that individuals would tend to hold smaller cash balances in

proportion to the volume of their transactions if the currency
was paper than if it was coin. Holding. of paper involved risk of
loss through fire, or through failure of the issuers. Paper money
could be shipped from one point to another more promptly, more
safely, and if in small quantities more economically, than could
specie, for paper money could be sent by post, whereas specie
remittances required private couriers, who had to be convoyed
because of the danger of robbery on the highways. This would
tend to lead to the holding on the average of larger cash balances
relative to volume of transactions if the currency were specie than
if it were paper) But it seems doubtful that this could have been
an important factor.

On both a pr/or/ and empirical grounds, however, velocity
should be expected to rise as the volume of means of payments
and the price level was rising, and thus measurement of the per-
centage of excess of currency from the percentage of discount of
paper in terms of gold would tend to exaggerate the degree of
excess during rising prices and to underestimate it during falling
prices.

A more serious qualification to the validity of the bullionist
position lies in the fact that under inconvertibility speculative an-
ticipations of depreciation or appreciation of the currency would
affect the willingness of individuals to Fold the currency and
would thus influence its velocity of circulation and its value in

*Cf. WalterHall, A M o[ourluteandofowr_ _ency, 18x0,p. 7o:
It is nowdiscovered,thatthe activityof thecirculationmultipliesits actual
amom_andthat it isa pointof mere imom'tnnceto ascertainthe velocity
ef the meeieathanthe _ of the wheel; but it is probablethat this aBo

in some _ onthe m_e of the cur_, and that were
s_eie aSain to fi_m the medlumhere, a huTer ametmtof it wouldbe
m_red tet the sameoOeratlomthan of the _aperwh/ch/t nq_u_L
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relation to gold, to foreign currencies, and to commodities; inde-
pendently of the effects of variations in its quantity. In modem
times, as we now know only too well, such speculative factors can
dominate for an appredable length of time the metallic or ex-
change value of an inconvertible paper currency. There is every
reason to believe that such speculative factors were also operative
in some degree during the period of the buUionist controversy.

Both the bulliouists and the anti-bullionists were aware of the
possibility that speculative factors were influencing the value of
the paper pound. Neither side, however, openly charged--or con-
ceded--that such factors were an actual influence in lowering the
value of the paper pound. It may be that neither side was alto-
gether frank in dealing with this question, which under the cir-
cumstances prevailing was a delicate one. The anti-b_lionists
could not maintain as they did that the management of the cur-
rency was beyond criticism and at the same time admit that there
was sufficient lack of confidence in its immediate future to lead to
flights from the currency to hoarded bullion, to commodities, or
to foreign currencies. The buUionists, on the other hand, may
have feared that if they made such a charge they would lay them-
selves open to attack on the ground that they were attempting to
bring the national currency into "discredit" at a time of national
emergency, and therefore may have refrained from saying all
that they helieved, although I have not found any evidence of
this. In any case, the bulliouists, whether from discretion or from
conviction, took pains to concedethat the paper currencywas not
"discredited."

SiIberling and Angell misread into the lmllionist writings in
general the positive charge that the depreciation of the paper
lgamcl in r-dation to bullion was in part at least a "qualitative"
depreciation, and they fred something absurd in such a charge.
Sitberlingclahmtofredin _'s _ thedoctrine,which
he dearly regardsas a _e one, that the "fall" in paper money
was due to "a mere inherent _ in quali_' of the paper
currency rather titan to its issue to eaooem. He concedes that
"delamama" couldreadilybe traushtedinto "e_ess; if by
excessis mmatthe aamat _ the quantityat whichthe
priceof goldin paperwot_ be at its mintpar.s ButRimrdo

•mature _ _ _ d c,mt crate" O,.n_ _ _a
_, xxxvm. _ ot



The Bullionist Controversies: L The Inflation Phase x33

repeatedly and uniformly insisted that he meant just this by
excess.

Angell follows Silberling in finding among the bulfionists ad-
herence to the notion of a qualitative depreciation of the currency,
and in treating it as an absurd notion, but his interpretation of
the bullionlst position in this connection is different from Silber-
ling's. Angell claims that Boyd, Rieardo, and other bullionists
held that an excess of currency led first to "a positive degradation
of the standard" and that this degradation in turn led to a rise
in prices, "the degradation thus being a distinct and 'intermedi-
ate' step between the increase in currency and the rise in prices. ''*
Angell gives no specific references to Ricardo, but he refers to
the following passage in Boyd:

He would say, that not only the currency of the country had been
changed from a ¢erta/n to an uncer/a/n standard, but that the quan-
tity of it, in all probability, had been greatly augmented by the
issuing of paper, without the obligation of paying it on demand, and
that thus the prices of all objects of exchangeable value necessarily
feel the inituenee of a positive degradation of the standard, and of a
probable augmentation of the quantity of money in the country, any
one of them amply sufficient to discount for a considerable rise, but
both united, adequate to still greater effects than any that had already
been produeed._

Boyd here dearly assigns to "degradation" a distinct influence
on prices over and above that resulting from any increase in the
quantity of the currency. But there is no trace here of the time-
sequence imputed to him by Angell. The context shows that the
word "positive" which qualifies "degradation" is to be under-
stood to mean "__rtain," as contrasted to the "probable" increase
of the amount of the currency. At the time Boyd wrote no report
had been made as to the issues of the Bank since the Restriction,

and increase in such issue could be only a matter of inference
from circ.,mstantial evidence. The question remains, what did
Boyd mem-t by "degradation"? No light is afforded by the con-
text, but a reasonable explanation which makes his position in-

'T/m_ _/ _ _es, pp. 45, Sg, 6o. Angerl commmts that '_m
tme_dlag of this chain of rmsoni_ is importam_ it provides the
o_Y_ i_ to the e_-_ietcry Wonoffigeamm up_ moam_ theory
of thetater writ¢_ ev_ those of Rieardo." (D/d, p. 41g)

• Walt_ Bent ,4/euer to P/n, tst ed, zSm, 1_ _.6_ (Italics ha origin)
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telligible is made possible by reference to a doctrine of other
contemporary writers. Henry Thornton in I797 had argued that
the quantity of notes which it was proper at any time to issue
depended much "on the state of the public mind, that is, on the
disposition of persons to detain them." Thus an impairment of
the general credit "while Bank notes sustain their credit" would
make possible, and desirable, an increase of the issue of notes
without any impairment of their value? In 18o2 he repeated this
argument and supported it by reference to the effect of confidence
in the paper money on the velocity of its circulation and on the
size of the cash balances generally held by individuals. T He
pointed out, moreover, that while paper was falling in value,
foreigners generally would expect "that the paper, which is falling
in value, will, in better times, only cease to fall, or, if it rises, will
experience only an immaterial rise, and this expectation serves
of course to accelerate its fall. ''s Thus the suspension of cash
payments could conceivably result in a premium of bullion over
paper even if no increase in the issue of paper had occurred. But
Thornton denied that the loss of confidence in the English cur-
reno/which could bring this about had occurred.

Lord King and George Woods expressed similar views :

But when the obligation to pay in coin ceases, the currency no
longer retains this determinate value, but is in danger of being de-
preciated from two different causes; viz., by want of confidence on
the part of the public, and an undue increase of the quantity of
notes .... Though the persons who have the regulation of a cur-
rency not payable on demand should confine their issues within the
most just and reasonable limits; yet if their credit or solvency is
doubted, it is impossible that their notes can circulate at the fun
nominal value?

Vghether the depreciation of bank notes be owing to excess of
issue or to the ticklish fotmdation upon which their present validity
is built, the ever-varying standard of public opinion, the fact itself
• . . [i.e., of depredation of paper in te2ms of bullion] is undeni-
able.... If it be alleged that the issues of the Bank, cmnpared

•Report of tie Lo_ Committee,:797, PP.7a-73.
"Papercredit, tSoa,pp.65-67.
*IMd.,IL6S,
*giP4g,Tltou_# Oatttee_ects o] t_heB4_]cRestrictions,ad ed., 18o4,pp.$6.

King also concededthat no loss of confidencein the Englishcurrencyhad as
ye*eccm'red,lb/d.op. a4.
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with the wants of the public, are not greater now than formerly,
I answer, that this reasoning may imply a decreased confidence in
the Bank of England, but that it does not throw the smallest light
upon the question of depreciation, t°

Rieardo likewise disclaimed any belief that in 181o lack of
confidence in the paper pound was a factor in its depreciation:
"I am not aware of any causes but excess, or a want of confidence
in the issues of the paper (which I am sure does not now exist),
which could produce such effects as we have for a considerable
time witnessed. ''zz

The bullionists on this point were in error. Their error, how-
ever, lay not, as Silberling and Angell claim, in attributing some
of the depreciation of the paper pound to loss of confidence in it,
but in their refusal to do so, although this refusal may have been
due to prudential considerations. For as Homer and Rieardo later
acknowledged, TM some of the sharp fluctuations in the premium
on gold could not be adequately explained as due to correspond-
ing fluctuations in the quantity of paper money, and could be
adequately explained only with reference to changes in anticipa-
tions as to the future of the paper pound, resulting in changes in
willingness of Englishmen to hold cash balances in paper and of
foreigners to hold securities payable in sterling.

The bullionist position is open to one further correction, but
one of probably minor practical importance. Under a metallic
standard, if due to foreign remittances or abnormally heavy grain
imports there occurs a temporary rise in the relative demand for

**GeorgeWoods, Obserw_tio_on the /_re,ent price of bullion, t8tx, p. 46.
(Cf. also p. _84,intra.) For otherinstancesof similarrecognitionof the pos-
sible contributiono| speculativefactors, or *_discredit,"to the discount on
paper,_ee Henry Parnell, Obse_,vaffon.rwpo_the state of flue currency in
Irdwad,x8o4,p. 55;"BullionReport, I8zo,pp.2a,39; DavidBuchanan,Observa-
tlonzon the mtbiects#rd_tedof in Dr. Sraith'x... The w,a_Ithof _mHonz,
I8z4,p.88: "The vattteof a papercurrencywill.., vary from its standard,
by reasoneitherof _t or of exces_ Wherethe_mur/ty/8 defective,the
valuewill nuzctuatewith therisk of ultimate_ whichmayat lengthbe_ch
as entirelym stop its circulation.... " "IT_a_ewriters also refrainedfrom
makingthe i_tlve charge that the papercurre_ was "_ted" in this
,ease. CA,also Wheatley,Tkeory ot mmwy, I (xSt_), 97: "It is to the agUe-
gate quantityof the cu_e_cy ofa country that we are to look, and not to
the s_te and qualityof _ coin,for the real caused the fluctm_ionin the
*mrltetw-ke of its momy."

Re_iy to Mr. Bo_ef : ob_, Worb_, p. _&
*'Seebq_, pp. _oz-o2.
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foreign bills, an export of specie will tend to occur, which will
operate both to lower the amount of the domestic circulation and
directly to increase the supply of foreign bills by the amount for
which the exported specie itself can be exchanged. Under an
inconvertible currency which has been on a depreciated basis for
some time, so that all the bullion has already either been exported
or passed into more or less permanent hoards, there will be no
specie export to constitute a direct equilibrating dement in the
international balance of indebtedness. With the same volume of
foreign remittances to be made, a greater contraction of the cur-
rency, therefore, will be necessary under inconvertibility than
under a metallic standard if the exchanges are to be kept from
falling by more than the cost of shiplgng gold, and conversely, a
fall of the exchanges by more than the cost of shipping gold will
not be absolute proof that the currencyhas been contracted in less
degree than would have been _no:e:____._._._._._._._._.__if the standard were
metallic.

VL THE Ah'TI-BULLIONIST POSITION

By no means all of the anti-buflionists were willing to accept
as the criterion under all circumstances of the proper amount of
currency that amount which could circulate under a metallic
standard,and to concede, therefore, that if it could be shot,_ that
the circulation was acnlally greater than could be maintained un-
der a metallic standard the currem7 would thereby have been
demonstrated to be in excess. But criticism of the Imllionist posi-
tion based on rejection of the metallic standard as the best cri-
terion for regulation of the currency became much more wide-
spread and important during the deflation period than it had been
during the period of rising prices, and it will be convenient there-
fore to postpone an examination of such critidsra.

The anti-lmllionists often attempted to show from statistics as
to Bank of England note issues either that the issues had not in-
creased or that there was no relation in time or degree between !
the fluct,aatic_s in issue and _ne fluctuations in the premium on
bullion'or the exchanges. But Ricardo was able to show that even :
if the data were as alleged--as tbey often were not--4bey did not :
refute his argument. He was claiming not that the currency had
been increased during the Restriction, but that it existed in an :
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amount greater than could have been maintained at that time,
other things remaining the same, if convertibility had been main-
tained. Whether the amount of actual issue in say x8xo was
greater or less than in z79 7 was beside the point if it was greater
than could have been maintained under convertibility in x8xo:

I do most unequivocally admit, that whilst the high price of bul-
lion and the low exchanges continue, . . . it would to me be no
proof of our currency not being depreciated if there were only
5 millions of bank notes in circulation [as compared to about Io
millions in x797 and 23 miUions in I8Io]. When we speak, there-
fore, of an excess of bank notes, we mean that portion of the
amount of the issues of the Bank, which can now circulate, but could
not, if the currency were of its bullion value,z

Some of thd anti-tmllionists contended that to prove deprecia-
tion it was necessary to prove that gold cola commanded a
premium over paper, since bullion was only a commodity and its
price therefore of no special significance, s Since it was unlawful
to melt or export English coin, and since persons buying such
coin at a premium would come under suspicion of intent to violate
the law, it is not surprising that there were no open dealings in
gold coin at a premium over paper, s What happened was that the
full-weight coin quietly but rapidly passed out of circulation and
was either exported on government account or went into hoards
or into the melting pot for industrial use or for illegal export
abroad. As Ricardo pointed out, if the law against melting and
export had been repealed, gold coin and gold bullion would have
_amand_ the ame _z.ez _ money;' on the other
hand, if the law against melting and export could have been
fully enforced, exportable bullion would have commanded the same
prenfium over coin and pal_ money, s

Reply SoMr. Bosoaq_l'# _, Works, pp. 349-So.
"C.f.Henry _ ,4 I_o'. . . i_ dd,,ac¢ of tl_ eo_l_g'tof _ dir_ors,

z8o4,PP-a_-a_; S_bda_ce of two Ooxkzs Jaadeby s_ R/o/a How.N. V_J/t-
_rt, zgzx,p. IS; T_ S0_'h ofRm_ t_ F_ ..... r_0 t/_ report
of:ks R_/o_ C_a,,e, _zo,pp.9 ft.

' E_m nam-___'taI_ ImgkB_ a _ ovm-palm"and there
was_ tradein _ _, which eo_d leS_ly be melteddown
for ialasmalme, at a lnmima over paper aad even over M-weight g_inms.
See the t.rldeace o_ _LT. _ a_ d W. _ bamoa mrcham_ betore
thea_Zloo_ R,_,_,.t._/_ts# o/.,z,,T4w_.,,pp. _ 4o,
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vn. T_E BALANCEOF PAYMENTSARGUMENT

The anti-bullionists, however, had a more serious objection to
raise against the acceptance of the premium on bullion over paper
as a proof of excess currency. It wa_ agreed on both sides that
under an inconvertible as under a convertible standard the price
of bullion was governed by the foreign exchanges. Both sides
were also agreed that under convertibility the exchanges could not
ordinarily fall below the gold export point, since below that point,
representing by its distance from mint parity of the two currencies
the cost of transmitting bullion, it would-be more profitable to
ship bullion than to buy foreign, bills. The anti-bullionists argued,
however, that under inconvertibility this limit to the fall in the
exchanges did not exist; that the exchanges and the premium on
bullion would be governed solely by the state of the balance of
international payments ;1 and that in a period when heavy mili-
tary remittances and extraordinary importations of grain because
of deficient English harvests had to be made, there was no defin-
able limit beyond which the exchanges could not fall or 'the
premium on bullion rise without demonstrating that the currency
was in excess.

In their treatment of this 'crucial issue, the bullioni_ts Were
divided into two groups, offering different answers. One of these
groups consisted of only two met/, Wheatley and Ricardo. s "_'o

xCf. Borne,A letttr, x8o4,pp.m-_3: "the rate of exchangeis governedby

noother princifle"¢oatever....
sTherewas, therdm'e,mbstantialjustificationfor the commentof William

_th refern_ to tl_s doctrineof _h_lk_ and Rieardo, tl_t
ooir_m of thesegentlemenarepeculiarto ,ammdveL"(Obm,wt_. o_..#ht
eEec_prod_ by the e.rpe_i_,_ of _,a, I82S,p. =6.) CL,ho_,_v,et,

fi_ilowingfrom the Mima¢: o! _t of the Cammfitteeou the Irish
I8o4,p. _, cited with alUm'cutapprm,'_lby Lamlerdale(Tkomg/_

_ dm_g ,ftateof t_ _ xSos,p. =o, note):
From A_wa, xSox,to the prmeu_time,no rmnltmm_ of consequ_e

lmve ... bernrode to Loudonin _ _ [of Irda_] no_es,ho_
evm',hsve n_- _ _ the speciewas ¢omiag iato Irdmul or
_ _t ot it, _ml_ tbn _ _ _ tRr _ alx_ _r, wiml_
_ balaa_ d a_t _ ta_nl_ _" _ m !_ _; md
_ _ a_mu_ m lm_ Imm idClm"_m dae I_am_ _ d_t
v,m more tmm_d_, audlama",shin it _m I,m m; aad, ulm ti_ _aal_
it i_ _kat, that the a_m_a lm mt I_m _ I_ tl_ l_am_
ddd_.
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the argument that foYeign remittances would under inconvertibil-
ity operate to depress the exchanges, Wheafley and Ricardo both
replied that foreign remittances would have no effect on the ex-
changes whether under convertibility or inconvertibility; in both
cases, they maintained, the demands of England and the rest of
the world for each other's products would so adjust themselves
automatically to the remittances that they would be transferred
in goods without changes either in relative prices or in exchange
rates. If under inconvertibility, therefore, there appeared a depre-
dation of sterling exchange, this was evidence of excess issue of
currency. Ricardo later made some minor concessions to his
critics, 8 but Wheatley adhered rigidly to this doctrine to the end. _
The other buUionists took an intermediate position. They con-
ceded that foreign remittances would affect the exchange rates,
and conceded also, though without adequately explaining why,
that while such remittances were under way a premium on bullion
and exchanges below parity were not proof that the amount of
currency in circulation was in excess of what could be maintained
under a metallic standard currency. They confined themselves to
the argument that a continued and substantial premium of gold
over paper, and fall of the exchanges below parity, established
strong presumptions that the currency was in excess of what could
be maintained under a metallic standard. The Bullion Report, for
instance, cited the persistence of a high premium on gold and low
foreign exchanges "for a considerable time" as the evidence point-
ing to the existence of excess currency. _

It is arguable that the above account exaggerates the difference
between Ricardo and the other bullionists, although the publica-
tions of the latter and Ricardo's correspondence show that they
were conscious Of their existence and were unable to reach a

mutually satisfactory reconciliation. Ricardo could very rarely
interest himself in the immediate and transitory phases of an eco-
nomic process sufficiently to trace it in detail through its successive
stages, and he frequently confined his analysis to the end results,
e'_her passing over without mention or even denying the existence

"S_ inb._ pp.I40-4L
• _ Rwmack.sos warrencyand commerce,z8o3,PP-52-57;An essayon the

theoryd money and prindples of commerce, I (I8o7), 64-7_; II (iSeu),
I34-35;Re.Porton the reports of the Bank commRtee$,r8x9,pp._-2L

• B*dllonReport,p. 45-



x4o Studies in the Theory of InternationalTrade
of the intermediate stages. Ricardo, moreover, tended to omit at
times explicit mention of qualifications whose validity he was
prepared to acknowledge, if he regarded these qualifications as of
minor importance or if he had already in some other connection
conceded them. The result of these two habits was a rigor and a
precision in his formulation which perhaps gave added force to
his exposition when he was dealing with the general public, but
which enabled more sophisticated critics to expose him to rebuttal
often more damaging in appearance than in fact. These charac-
teristics of Ricardo's methods of thought are now familiar to
economists, and Ricardo was to some extent conscious of them

himself, s They are well illustrated by the following passages from
Ricardo, of which the first appears to involve an absolute denial
of the existence of intermediate stages in the process of interna-
tional adjustment to a currency disturbance, while the second
recognizes their existence but reveals that his interest lay wholly
in what occurs after they have fully worked themselves out:

To me . . . it appears perfectly dear, that a reduction of bank
notes would lower the price of bullion and improve the exchange,
without in the least disturbing the regularity of our present exports
and imports.... Our transactimm with foreigners would be pre-
cisely the same.... T

I am not disposed to contend that the issues of one day, or of one
month, can produce any effect on the foreikm exchanges; it may
poss_ly require a period of more pernmrw_t duration; an interval
is absolutely necessary before such effects would follow. This is never
considered by those who oppose the principles of the Committee.
They coactnde tnat those principles are defective, because their opera-
tion is not immediately perceived, a

After a time Ricardo gave way somewhat to the pressure of
dissent from his views not only by the anti-bullionists but by the
bulk-of the huUio_ts. In response to criticism by Malthus, he
conceded that when remittances were under way the currency in
the remitting country would _ in excess unless it were reduced

* Cf. Ricardo to Mallhm, Jan. 24, I817, in _$ at R/carde to Ma///me,
1887,p. xaT.
vReplytoMr.B_', peac6caleb_v_u, Work,,p.
*Ibld.,W_wl_,p._ He hereconcedes,withtheDallionCommittee,that

"acomlderaMetime"maybeaecessarsforthee_ectsfullytoshowthem_ves,
but remarks that "we shouldonce have _ a year a c_ble time,
when _ of a dhammRo_ bank rotes." /b/d, 1_ 36& note. (Italics in
or:4_a_)
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in the _ which the commodity export surplus constituted
of the meal stock of goods in that country, which still implied
that the remixtanees could be efgected under a convertible stand-

ard, or _tho_ dqaedatiou of the currency under an inconverti-
ble staiah_ mitlmut _ a relative fall in the level of prices
in the _n;n;ng, o ommtry. _ He later introduced into his exposition
qualifying words and phrases of a kind not to be found in his
first writings and which brought him closer to the position of the
other __

The _ other than Wheaflcy and Ricardo conceded that
extraordinary remittmm_ would affect the exchanges adversely,
but ind_z_d, as against either the express denial of or the failure
to give oa_sideration to this factor by the antiobullionists, that
the quantity of_note issues, through its effect on commodity prices,
and thus on the trade bahnce_ was an additional factor determin-
ing the exchange value of the English currency, and ordinarily
would be the dominant factor, u Perhaps the best brief statement
of the moderatebtdlionist position was the following by Malthus:

The real state of the case seems to be, that though the effects of
a redundam'y of currency upon the exchange are sure, they are
slow, compared with the effects of those mercantile transactions not

•H_, t_e o/baulk, _ to 4th el., Wor_, p. _.
"C/. ercedally his testimonybeforethe Par1_ Committeesof x819:

Q. _ that the h_:_.:_ of payamats shouldbe against this ¢o,_.h-y,
mustthepaymentnotnec_rily bemadeeitherin specieor in lmlli_ ?

A. (Rkardo) It appearsto me,Chatthe balanced paymentsis _e_t/y
the effect of the situationd our currency,and not tim cause. (Report
from the [Common] Commit_e,x819,p.z4L Italicsmine.)

Q. Caa _a therdore coachak, from the de_,reeto which the exchangeis
at any momentagainst any cmmuy, that the whole pereeatageof that
uafavmaMeexcha_e isowingto the amouatof its d_d___tingmedium?

A. (Ricm_) A lmrt may be owing to othercauses. (P_port o! [Lord_l
Commlttttms resam/aiomo! caJhl_ymeats, x8zg,p. _mo.)

u C£ _ TAr paper¢TGditof Great Britain, zBoa,pp.T/7-78:
It thus8_em% that "the_ndnX andgohw of gold" does not (as Mr.

Lo_e expressesit,... ) "dependwhollyon the balanceof tradeY It de-
0ettdson the qaantlt_ Of¢ircuhRing_ issued; or it depends,as I
will allow, _ the balanceof trade, if that balanceis admittedto depend
0a the qma_ of drculati_ medinm issued.

• SiRg,rlingtakesHawtrey to task for eharacterki_ the anti-imllionistpositioa
m thi_ _ as erroneom. "Financialand mmmtar_ policy of Great
Briudn,"loc. c/t., p.434,note. His _ttement that theextraordinaryremittances
werea _itherto virtually ignoredelement in Great Britain'sbalanceof in-
debtednessduring the laa-iodinvolved_ (Ib/d., lg a_6) is withoutbasis, since
theirsi_z_-_x,_, was a matterof eadle_ debate,thin and later.
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connected with the question of currency; and, wbdle the former of
these causes is proceeding in its operations with a steady and gen-
erally uniform pace, the more rapid movements of the latter are
opposing, aggravating or modifying these operations in various ways,
and producing all those complex, and seemingly inconsistent, appear-
ances, which are to be found in the computed exchange, t_

Wheatley and Ricardo, it appears to me, were clearly wrong
in their denial that extraordinary remittances would operate to
depress the value of the English currency on the exchanges and
in their insistence that in the absence of currency changes the
demands of England and the rest of the world for each other's
products would necessarily so immediately and completely adjust
themselves to extraordinary remittances as to result under both a
metallic and an inconvertible paper standard in the maintenance
of equilibrium in the balance of payments without the aid of specie
movements, changes in the relative level of prices in the two areas,
or movements of the exchange rates. The theoretical grounds for
holding these views to be erroneous are presented at leng_da in a
later chapter, is Silberling and Angell, moreover, have shown, in
the case of Silberling by a comparison of the English foreign
remittances with the price of silver in English paper currency,
and in the case of Angell by a comparison of the premium on
silver and the Hamburg exchange, that there was a close correla-
tion between these remittances and the status of the English cur-
rency. These comparisons are reproduced in table I and chart I.
Adequate data do not exist to permit a tabulation of the interna-
tional balance of payments of Great Britain for the period, or
even of its trade balance. In/.he absence of such data, it is reason-
able to assume that the extraordinary remittances are a fair
presumptive index of the degree of pressure operating to force
upwards the foreign exchanges and the price of silver in terms
of English paper currency. The correlation shown is in fact closer
than ecnald reasonably have beam expected, given the partial char-
aeter of the data made use of for the purpose of the comparison,
and I know of no equally striking results from similar compari-
sons for other countries or periods. Whether by design or by
accident the English paper currency remained at or near parity
with silver and with fore_ma metallic currencies in the years in

="Depreciationof the currency,"Edixburgk rttdem, XVII (tStl), 360.
= See chap.vii, iNyra.
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TABLE I (data of Chart I)

Ex'rm_mmmxRY R_/rrrANcSS, P_CB OF Sn_v_ AND H_msmtG EXC_NO_,
x795-x8_o

Ext_aor_ Priceofsilver _ E_e on
Year remittances" i (Par - too) Hamburge(In Millions of Pounds) 366- banco ,,- **oo

1795 ........... 9.4 ,o2.4 1o7
*796 ........... 7.o *o4._ 1o6
x797 ........... z.6 *ox .7 98
x798........... 0.3 99.0 96
1799 ........... 3.4 1o5. x xo3
18oo........... IX.3 xzx.2 x*3
I8OX........... xz.o 115.9 1x3
z802........... x .5 1o9.5 xo9
*8o3 ........... 0.3 1o7.8 1o5
1804 ........... 0. 7 107.0 lOI

I805 ........... 4- 5 10 7. I 10 3

18o6........... 1.8 ,,o.o 1o5
I807 ........... 2.6 IO9.7 IO4
I8o8 ........... 6.6 xo7.2 1o6
18o9........... 9.* XLO.2 1_1
1810 ........... 14 . I 1 I4. 4 120

1811 ........... 13 . 8 12I. I I44

181_,........... x4.8 118.o 128
1813 ........... 26.3 138.:z 13o
18x4 ........... 23. x 126.4 119
1815 ........... ,x .9 *18.4 114
1816 ........... _-9 x02.3 1oo
I817 ........... 4.4 lO5.4 lO2
1818 ........... 8.9 ,11.6 Io5
1819........... • .2 107.2 Io_
18.,o ........... 0.7 xox-5 -.-

-Sabe,lb_."l'tBaei_m,d meaeta_polkm_ C,matB,_t_a."(bm_,,_,je,m,dey_me,,/a
xxrv'lll(,_). _. (Go,-,,---tn,,aitmammtoCeatiaeatphm valu_ _aiaimpmu iato

_ inatom el£_.mo.eoe.)
b/t_.(8,,m_t,ave,doaaa,.)
ol_m,t_v._a,d_ 3d_L. ttd.t._,ad aete,_,_Ze,_Coa,,m_...

whichno,orsmall,foreignre'tranceshadtobemade,andde-
fr_n p_ity in ro_y ¢ormpond_ degreein theyears

in which heavy for_n remittanceswere necessary?_

" S_m- re_ts _e _ by ,/m_r metho&by an _ _-
tem_,m_ wrtt_, l_mma cln_ tameutlaSthe _ _ of the
_ e_eamem, _x_!for im_mi Oain, aml the rme,o_ the ex-
dm_ m _. t_ wrk_ de_ the_wlnS ¢o_m/om:

The_ are_ b_twoW_t _ o__al ec_,_my.
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Ricardo could, however, have conceded to his opponents the
point that extraordinary remittances tend to depress the exchanges
without surrendering his main contention that actual depreciation
of the exchanges was evidence of greater issue of currency than
could be maintained in circulation under a metallic standard.

Extraordinary remittances tend to depress the exchanges alike
under a metallic and under a paper standard, but under a metallic
standard this depreciation is prevented from going beyond the
gold export point by contraction of the currency. If speculative
factors be abstracted from, or if it be assumed that their mode of
degree of operation is not affected by extraordinary remittances,
then such remittances, if accompanied by equal contractions of
the currency of the remitting country in the two cases, should not
result in appreciably greater _ depreciation of the exchange under
a paper than under a metallic standard. It was primarily because
under the paper standard the English currency was not contracted
as it would necessarily have been contracted under a metallic
standard that the foreign remittances resulted in such marked
depreciation of the paper pound on the exchanges.

If Wheatlcy and Ricardo erred in their exposition of the rela-
tion under inconvertible currency between the exchange rates and
the state of the balance of payments, the anti-bullionists erred
more grievously. The anti-bullionists insisted rightly that under
inconvertibility the exchanges were immediately determined solely
by the demand for and supply of foreign bills, but failed to see
that this was equally true of a metallic standard and that a very
important factor determ/ning the relative demand for and supply

inn_med. When, therefore,the in_rtatm of grain, and the foreignex-
_mditurehavebeengreat, the exchangehas becomeuntavorable,and the
latter has, vice versa, increased nearly in the lame ratio as the two former
have diminished. In the accompmsying table it will be seen, that each pro-
trading llne of demarcation,_m:/f3ringthe variationof the exehaage,has,
withvery triflingexceptions,a carre_n8 _am in the two lines which
de_cm_ the incmu_ or diminutk_ of the fore_n ext_0Bc_ureaud the
amount trod for imported graln.--"Two tables.., illustratlve of the

of the...Ead of Liverpooland the... Chan_or of the
Exchequer," in Pamptdeteer, XV (z8xg),

uUnder a metallic_-_-7 the cou_oa of the om'e_'r takes the
in part, of an actual _ of specie, and this _ie _-¢_ses s direct liq_lat-
ing effect m fore/gn obliga6_ns which is absent in the case o_ a paper standard
curfew. To thisextent,a greatercurrencycontractionwill be necessaryunder
a tinierth_ tradera recta!liestandardto preventexchan_ _ when
forelgnremittuem of a'givenanmm_areto bemade.Seepl_x_-;_, _.p_
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of foreign bills was the relative level of prices in the two coun-
tries, which in turn was determined largely by the relative amounts
of currency. Many of the anti-bulllonists, moreover, nmst have

thought that in some way a fall in the foreign exchanges made
possible the payment of foreign remittances without the need of
a commodity export surplus. No other explanation is available of
their repeated insistence that throughout the period of low ex-

changes England either had an unfavorable balance of payments
on trade account, or else had a balance insufficiently favorable to
offset the military expenditure abroad. As Ricardo pointed out, in
reply to reasoning of this sort by Bosanquet, this left it a mystery
how the military expenditures abroad were actually met, since
specie was not available, le

Not all the anti-bulliouists, however, were confused on this

point. One of them stated very compactly and clearly the possibil-
ities under such circumstances:

[Under a depreciated paper currency] it would be literally impos-
sible that the balance of payments should be any longer against us,
because we could have no means of paying an unfavorable balance.
Our receipts from, and payments to, foreign nations must therefore
be reduced to an equality (or the balance must be turned in our
favor) either by an increase of our exports of merchandise, a diminu-
tion Of our imports and of the foreign expenditure of governrr_t,
or by some . . . international transfers of capital .... tY

Another anti-bullionist, Herries, explained that foreign re-
mittances could exceed the export surplus for a time if the balance

was met by borrowing abroad, and, writing no doubt from first-
hand knowledge, since he had been engaged in the task of making

the remittances for the government, said : "This is, probably, the
ease, with respect to our drafts from abroad at this time ..--we are

borrowing money to carry on our foreign expenditure, at a high
rate of interest. ''Is

There are passages in Sit_rling's critique of the bullionists

which seem to indicate that Silberling also subscribes to the notion

that the fall in the exchange value of a remitting country's cur-

" R_ly to Mr. BoaaMlf_¢$ _temaae_, Works, PP. 334"35.
zzjohzz Hilt, _ i_ m_o O_ casse$ of tke pre#ewl kigk price of gold

/nat/ms/B ,_aetmNt, s8Io, pp. 89.
m]. C. Htt_e_ A _ of _ _m*r_m-ra're_ t/_ /deh _,ice o/

/nd//_, zStt, l_
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rency can operate to supply it with foreign funds with which to
meet its foreign liabilities in some other way than by stimulating
its exports and restricting its imports. TM Silberling cannot con-
sistently fall back on the argument that a decline in the exchanges
under inconvertible currency would lead to a debt-liquidating
shipment of bullion, for he and Angell have characterized this as
one of the erroneous doctrines of the bullionists, and especially of
Ricardo. As I have elsewhere shown, s° Ricardo distinguished
carefully between an inconvertible paper currency depreciated in
terms of bullion and one not so depreciated--a distinction which
Silberling and Angell fail to make--and denied the possibility of
bullion shipments as a part of the regular mechanism of adjust-
merit of intern.ational balances in the case of the former. Curiously
enough, both Silberling and Angell place some emphasis on bul-
lion shipments as part of the explanation of the phenomena of
the Restriction period, and tacitly, and probably wrongly, assum-
ing that the Bank of England's gold losses were mainly to the
government, that when the Bank sold gold it ordinarily did not
charge the market price, and that most or all of the gold exported
while the Restriction was in effect came from the Bank's holdings
instead of from private stocks, cite these bullion shipments as an
item in the meritorious record of the Bank of England during
the period of suspension of cash payments.21

The notion that even under depreciated inconvertible paper ex-
change fluctuations will give rise to bullion movements as an
ordinary everyday occurrence is not as absurd on a priori grounds
as Silberling and Angell regard it for any inconvertible currency.

**Cf. "*Financialandmonetarypolicyof GreatBritain,"Quarterlyjournal of
economics,XXXVIII, p. aug,note: "We mayconclude,however,that the ad-
versebalanceof militarypaymet_ of itself causedno importantreadjustments
in the volume of foreigncommercewhich might have compensatedthe rise
of the exchangerates against England"; Ib/d., pp. 433-34: "In the absenceof
data, the Committeeresortedto hypothesis: if the foreign paymentsof the
Statehad createdmarkeddeviationsfrom exchangeparities,this couldbeordy
a verytemporarymatter, since foreigners,attracted by low prices of sterling,
wouldforhhwithbeginto buy Britishcommoditiesand thus immediatelyexpand
Britishexports,with the resultof readjustingthe balanceof payments.It hap-
pened that many ¢xstwhile foreign buyers had other preoccupationsat the
momeng"

s uAng_-II'stheory of internatiouaIpike" J'_ o] political economy,
XXXy_r0926), pp.6o3-06.

*'_lh_g, "Fimn_ andmoactary_kT/' Oaarterf_iom_ of ecoaom_s,
XXXVIIL _; Aagd!, T_o¢# ot _ prices,_ 4_
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While there is no internal demand for bullion for monetary pur-
poses at a market price in excess of the mint price, there still
remains an internal demand for industrial use, for hoarding, and
for speculative purposes. A rise in the paper premium on bullion
resulting from a fall in the exchanges will operate to induce some
of the holders of bullion to offer it for sale for export. There is
considerable evidence, both for the Restriction period in England
and for other past and present cases of countries with depreciated
paper currencies, that, where legal restrictions do not prevent,
bullion moves fairly fredy into and out of such countries in re-
sponse to changes in its paper price, n It is quite conceivable that
the net export of bullion from England during the suspension
period was even greater than it would have been if the metallic
standard had been retained, and that the absence of the direct
debt-liquidating effect of bullion shipments cannot therefore be
invoked as even a partial explanation of the depredation of the
paper currency.

VIII. THE POSSIBILITYOF EXCESSISSUEBY BANKS

There were among the anti-bullionists some crude inflationists
for whom no amount of currency could be too great. Most of the
anti-bullionists, however, recognized that there were limits beyond
which it was not desirable to go in the issue of currency. What
these limits were, they fared to specify, except in terms of the
"needs of business." They claimed that as long as currency was
issued only by banks, and was issued by them only in the discount
of genuine and sou_ndshort-term commercial paper, it could not
be issued in excess of the needs of business, since no one would
borrow at interest funds which he did not need. If currency
should perchance be issued to excess, it would rapidly return to
the banks either in liquidation of bank loans or, under convertibil-
ity, for, redemption in specie. 1 To this doctrine the directors of

"CL _ this point, the _ *_-__l_nisof the Arl_.tine experie_ in
J. H. W'dlimm, Ar_aia¢ iattr'aa_iasdtrade _uttr i__ t_aptrmoney,
x88o-t0oo,1_x

tC_ e.4_ Bosanqu_ Practicalobs_, _ e(L, 18Io, PP. 49-_; John
Hit1,.4_/aCs_/_ao _ _, _ _ prema k/ah _ of _td _d//oss,iSto,
p. 36; C.out_Trotter, T_ prf_plcs ot c'm_,rcacyand ¢_rckmWe:,ad ed_ I810,

"m _. In .hw of his su_tmat prominenceas an advocateof the "cu_e_"
" it is of inten_ that Torfem at this perlodshodd have sul_ca,ibed

to the doctri_ _at it was _ to _ ev_ _:_m'ertlb_ 1roper_
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the Bank of England and prominent members of the Cabinet also
subscribed, and the authority of Adam Smith was appealed to in
support thereof?

The bullionists explicitly denied the validity of this doctrine, at
least for an inconvertible currency. Thornton in 1797 had ob-
jected against the usury laws that they limited the Bank of Eng-
land to a rate at which "there might be a much greater disposition
to borrow of the Bank... than it might become the Bank to
comply with, ''8 and in i8o2 he pointed out that the extent to
which the charge of interest acted as a check on the demand for
discounts depended on the rate of interest which was charged; the
Bank of England was prevented by the usury laws from charging
more than 5 per cent, and if the prevailing rate of commercial
profit were higher than that, the demand for loans would be
greater than the Bank should meet." Lord King put it more
strongly: when the market rate of interest exceeds the bank rate,
the demand for discounts "may be carried to any assignable ex-
tent, ''s and in this somewhat extreme form it was repeated by
other buUionists. 6 In a speech in the House of Commons on
May 7, I8II, Henry Thornton expounded with great ability, and
with interesting references to the experience of other central
banks, the mode of operation of the rate of interest as a regulator
of the volume of note issue. He pointed out that even John ,Law's

to exeeu if it wereissuedonly upondiscountof good mercantilehills. (IL Tor-
rera, Art essa:yon motteyand paper carreacy, t8x2, Ix I_7.) James Mill also
subscribedto this doctrine: see his review of Thomas Smith's,F.s_y oa #he
theoryof money, xSo'/,F_.diabaeghreoietu,gill (r_8), _O-45o.

• 0. Weata, of a_/_.a, Carom e_., II, a_.
"Re_ of t_ lords Cammigtee,xTey/,p. 83.
• 7_aepapercreditM CerealBri_in, ISoa,pp.a87-_.
• Tho_lgt amthe egecU ot the Bav.k Reaficfio_, ad erL,I8o4,p. _.
"F.g.,J.L Foster,_ o_ _ i.'i_ipleofco,inertialexc_noe*,_,

Ix _x3;Rep_ of fhe B,_io_ Co_altue, tSxo,PP.S6-10;Dagald Stewart,in
a _,,_d,_ to LordLauderdale,ISxx,firstpublishedin his CollectedWorlu,
ISS._VIII, 444; MmCultot_revie_ of ICftcardetsProposal ]oe _mecom_ical
aad_ ¢_,re_-'_,Edi,_,wffhre,,iew,XXXI (x8_8),6a.
TimBnk d Irelandwascompdl_bylawtodlscoumatcaepercembdow

thelegalmaximumrateofi_t. Lam_daJein_8os_ that:"By
the_ ...._icad_l wi_htherepeal_ theelainecompelliag&s-
corotbek_ tb_t_-.liatmst,theBaak[o_h_md| wu__
toallthe_&_ o_sdicitatioawhichmm aammllyattmdthepracticeo_
_imamtiagataaial_i_rnm ofintere_wla'Isttheet_k_ theexam _o
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bank had issued only on loans at interest, and that it was Law's
error that "he considered security as every thing and quantity as
nothing" and failed to see the significance of the rate at which he
offered to lend: Thornton argued, moreover, that during a period
of rising prices the real rate of interest was less than the apparent
rate; while businessmen did not generally perceive this, they did
realize that borrowing at such times was usually profitable, and
therefore increased their demands for loans if the bank rate did
not rise:

Ricardo agreed with the other bullionists that the "needs of
commerce" for currency could not be quantitatively defined, and
that through a resultant change in prices commerce could absorb
whatever amount was issued2 But he ordinarily denied any rela-
tionship between the rate of interest and the quantity of money,
and presumably also between the rate of interest and the demand
for loans: "Whilst the Bank is willing to lend, borrowers will
always exist, so that there can be no limit to their overissues, but
that which I have just mentioned," i.e., convertibility. TM In a
speech in Parliament he expressly denied that the rate of interest
was a cheek to the amount of issues: "For . . . what the direc-

tors thought a cheek, namely, the rate of interest on money, was
no check at all to the amount of issues, as Adam Smith, Mr.
Hume, and others had satisfactorily proved. ''u Here once more
Ricardo was applying long-run considerations to a short-run
problem. But in his Principles we find Ricardo at one point ex-
pounding the same views as the other leading bullionists :

The applications to the Bank for money, then, depend on the
comparison between the rate of profits that may be made by the
employment of it, and the rate at which they are willing to lend it.
If they charge less than the market rate of interest, there is no
amount of money which they might not lend,---if they charge more

• Subatanceo[ tevoapeeckesof Henry Thornton, Esq. on fheB_dion Report,
,St,, pp. I9-37.

• Ibld., PP. uo ff. This containsthe essenceof Irving F_atmdstheory of t_e
inttumee of timing Ork_levels on interestrates. C£ his Apprecia¢_ and
interest,Puldicationaof the ,qmeriea_JF.cmun_cAaaoeiatlo_,XI (I806, No. 4).

"Cf. Reply _ Mr.Bomncl_t'#practical_, Wor_, 19.341.
"TJtr_ ltutr_roa the prire o! _ [_I, p.It.
a Hnmard,Par_ aeba_e*,its ,er_, XL (M_r24,:'oz0), :,44.'l_

doctrlneofHun_ a_lStashtowt_h herefersis=pparen__, denlalthat
lhereisado_ conneetlont_.tweenthevo_wne_ mm_7 andtherateofh_rest
(Re_Wa,p.89),adoc_,,_t_luiri__ forthe_hortrum.
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than that rate, none but spendthrifts and prodigals would be found
to borrow of them. We accordingly find, that when the market rate
of interest exceeds the rate of 5 per cent at which the Bank uni-
formly lends, the discount office is besieged with applications for
money; and, on the contrary, when the market rate is even tempo-
rarily under 5 per cent, the clerks of that office have no employ-
ment. I_

To the denial by the bullionists that the charge of interest on
loans was a sufficient guarantee, irrespective of the rate charged,
against overissue, the anti-bullionists apparently never attempted
to reply, xa In evidence before the Bullion Committee, Bank of
England officials had emphatically denied that the security against
overissue by the Bank would be reduced if the discount rate were
to be lowered from 5 to 4 or even to 3 per cent. No person, they
insisted, would pay interest for a loan which he did not need,
whatever the rate, unless it were for the purpose of employing
it in speculation, "and provided the conduct of the Bank is regu-
lated as it now is, no accommodation would be given to a person
of that description. ''a4

That the quantity of bank loans demanded is dependent on the
rate of discount is now universally accepted by economists and
need not be further argued. On the question whether or not the
rate of 5 per cent uniformly charged by the Bank of England
during the Restriction was lower than the market rate, there is,

XtPrinclples olF political economy and taxation, 3(1 ed. [18all, in Works, p.
22o. This passage is unchanged from the first edition, x817.

Earlier in the same paragraph Ricardo had argued that the market rate of
interest was determined, not M the Bank rate of discount, but by the rate of
profits which could be made by tim employmem of capital, which was totally
independent of the qtmntity or of the value of roomy. '_her a bank lent
one million, ten million, or a hundred millions, the,/ would not permanently
alter the market rate of interest; they would alter only the value of the money
whichthey thus issued."(Italics not in original.)

" Cf.,however,W. T. Comber,.4 _ of aw nat_e and o_erationof bank
cm'renot, zSxT,p. I6: "These advances [of the Bank of England] did not
depend,as many suppose,on the eaprleeof the Bank, but were regulatedby
the amountof cash paymentson transactions,whichwouldafford a profit to
the borrowerafter payingan interestof fiveper cent to the Bank."

MRepOrt el F fke Bu//iolt C_tee, lglO, M_e$ o_ etddc_e, p. I29. Cf.
also the testimony of Dorrim, Govmmor of the Bank, in 18t9: "The demand
for _conm always proeeeds from the wants of the public, and if the bank
were to diseomlt at a lower rate of _ than five per cent, in my oplnion
there _x_tt_dIm ttog, rt_t__ thtm if it_ to _ at the _t
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however, a conflict of opinion. The usury laws would operate to
preventany overt charge of more than 5 per cent, and the uniform
5 per centrate u_kiahois_n_sm_said,to,haveprevailedduring the
Restrictionperiod_ may havebeenonly nominallythat. There is
contemporaryevidencethat bankersfoundmeansof evadingthe
restrictionsof the usury laws. In I818, the Committeeon the
usury lawsstatedin itsReportthat therehadbeen"of lateyears
• . . [a] constantexcessof the marketrateof interestabovethe
rate limitedby law.''le Thornton notesthat borrowersfrom pri-
vatebanks had to maintain running cash with them, and borrow-
ers in the money market had to pay a commission in addition to
formal interest, and that by these means the effective market rate
was often raised above the 5 per cent level.1_ Another writer
relates that long creditswere customary in London and a greater
discount was granted for prompt payment than the legal interest
for the time would amount to?s

More convincing evidence that the 5 per cent rate was not of
hcf. Thomas Tooke, d hisloryof price.LI (1838),159: ".•• the market

rateof interestforbillsof the descriptionwhich were alonediscountableat the
Bank ["good mercantile bills, not exceeding sixty-one days' date"], did not
materially, or for any length of time together, exceed the rate of five per cent
per annum."

S_herliog, "British prices and business cycles," Review of economic statistics,
preliminary volume V t.t9a3), supplement a, p. _4t: "The Usury Laws fixed
the maximum rate of interest and discount at five per cent, and contemtm_ry
literature indicates that this rate was, at least from x79o to t82a, the prevailing
and m_rying rate of dlscotmt throughout the country. Instead of varying their
rates, the banks either granted or refused loam."

In evidence given in x857 before a Parliamentary Committee, John Twells,
a mem_r of a London banking firm who had operated as a banker in London

lSOI, stated Lhat $ per cettt was the only rate charged by bankers during
the.Resla'icti_ and that no one ever thought of any other rate. (Evidence o]
.flOra Tl_ellt . . . be]ore the $elect committee, I857, PP. x3-15.)

Report from the select commi_ee oa the to_r_ lew_, x8xS. lx & C.f. also
]_cardo, Om protectimt to aOri.cldture [I_a], WorJ_a, p. 474: "Dur_ the last
war the market rate of interest for money was. for years together, fluctuatiag
betwem 7 and to per ceat; yet the Bank never tent at a rate above 5 per
cent."

.gd_aacrof two _e,,dws.zSH,IXao.
"David P_ewdee,TkoaOhC__ _ repealat _ Boak_Jog.vioa law,xSxt,

p. L4.A laterwriterstatesthat: "Duringthe warit wasverycustoum'yto
make Imm which were to be repaid by the _ of a stun o_ stock, instead
of mon_. Thlswasdoneto secureto thecapttullstthemarketrateat interest,
whlchwasthenhisherthanhecouldhaveleSallyreNrvedin thedeed."(James
L,_ _ t#eceof a _ faU_ tk¢_ of gold_ w_,._, _.5_
_. :a.)
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itself always an effective barrier to indefinite expansion of loans
by the banks is to be found in the fact that the directors of the
Bank of England, although they professed that they discounted
freely at the rate of 5 per cent all bills falling within the admissi-
ble categories for discount, 1. in reply to questioning admitted that
they had customary maxima of accommodation for each indi-
vidual customer and occasionally applied other limitations to the
amount discounted. *°

Even if it were conceded that the Bank rate was never lower
than the market rate of discount for the same classes of loans, it

might still be low enough to permit or even to foster a wild infla-
tion, if the Bank rate was low absolutely, and if it was the Bank
rate which determined the market rate. On important classes of
loans the Bank of England was a direct competitor with other
lending agencies, and it was certainly important enough as a
lending agency to exercise at least an important influence on the
market rate. Also, by lowering its credit standards, or offering
its credit to a wider range of applicants for commercial loans, it
could actively promote currency expansion without lowering its
interest rate below the hitherto prevailing level. It may be ac-
cepted, therefore, that the 5 per cent rate was not necessarily an
adequate check to the volume of bank credit extended to corn-
inertial borrowers.

The powers of the Bank of England to expand its note issues,
moreover, were not confined to its commercial discount activities.
The Bank could also, and did, get its notes into drculation by
advances to the government, by purchases of exchequer bills and
public stocks in the open market, and by advances to investors in
new issues of government stocks. Sinee even many of the anti-
bullionists conceded that there was no automatic check to excess
issue where the issues were made in connection with loans to the

government, there should have been no occasion for extended con-

troversy as to the existence of a possibility of excess issue. _a

**Reportof Bvllio_ Com_ttee, z8Io,p. _6.
mIbld.. Pp. a2, 24; Mimdes of ev/denc¢,p, 89. eL also _ Paper

credit,xSo_pp. t_ 294; A. W. Acworth,Fismg_l recom._lwtiomit, Fmgla_,
:StS-_r&,a.,xgaS,p. 146.

"There was _m_ discmsioaas to the ommimrafn___ifies to execs
of i_ throqh cmm_l _ and thro_h Ic_s to _vemme_ Some
write_contended1fluttherew_ no difl_e betweeathetwo,but mostwrlh_tl
agreedthat the latter wa, m_e _,c_e to ezees,. Msthias Attwoodtn-
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IX. RESPONSIBILITY FOR THE EXCESS ISSUE: BANK OF

ENGLAND VS. COUNTRY BANKS

Since bank notes were issued both by the Bank of England and
the country banks, responsibility for any excess issue of paper
currency could lay with either or with both. With the exception of
Wheatley, who held the country banks largely responsible, 1 the
bullionists were united in assigning responsibility for the excess,
as between the Bank of England and the country banks, wholly
or predominantly to the former. Boyd, in 18Ol, laid down the
formula which was to be the text of the bullionists: "The Bank

of England is the great source of all the circulation of the coun-
try; and, by the increase or diminution of its paper, the increase
or diminution of that of every country bank is infallibly regu-
lated. ''_ His argument rested on the postulate that the country
banks must keep a fixed percentage of reserves against their own
note circulation in Bank of England notes, whereas the Bank
of England was not subject to such a limitation, a In a note added
to the second edition, he conceded that the country banks, by
allowing their reserve ratio to fall, may have contributed inde-
pendently to the then existing excess of currency, but he blamed

the Restriction, which left to holders of country bank notes the
possibility only of converting them into Bank of England notes
with which they were not familiar, for making this fall in reserve
ratio possible. He apparently believed that once this fall had taken
place, the Bank of England would again have control, through

sents an ingenious a /,r/or/ arg'tmaent ha support of the greater tendency of
advancesto governmentto raisepricesthanof the sameamountof commercial
discounts,restingin effecton the greatervelocityof circulationof the f_mer
(Letter to Lord Hamilton, x823, pp. 5o-56). But there are grounds for believing

that during the Restriction period the advances to the gov._rnrmut of the Bank
of England had an unusually tow velocity of circulation, because of the practice
of the government of holding exceptionally large idle balances at the Bank of
England.See/_h'a, p. x69.

•Rrat_'k$ o_ currowy a_d commerce, I8o3, pp. 209 ft.; _ o_ t/_ theory
Of mo_'St and ln4_ildex of co,m,m_ce, I (z8o7), 336 ft.
"Lt_erto P/It, zsted.,zSox,p. _.
*Ibid,: "Thecirculationof countrybank notes must necessarilybe propor-

tienedto the _nns, in specieor Bankof Enslandnotes,requisiteto discharge
m_h of themas maybe r_ted for _vmem; but the pa_er of the Bank of

hu nosmh limitation."
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regulation of its own issues, over the volume of country bank
issues. 4 *

Thornton reached the same conclusion, that the volume of Bank
of England issues regulated the volume of country bank note is-
sues, but by a more elaborate chain of reasoning. He applied to
different regions within a country the Hume type of analysis of
adjustment of international balances of payments. 5 If country
banks took the initiative in increasing their issues, country prices
would rise; the provinces would buy in London commodities
which formerly they had bought locally; there would result an
adverse balance of payments on London, which wonld be met
through shipment of Bank of England notes to London or by
drafts on the balances of country banks with London bankers.
The impairment of their reserves would force the country bankers
to contract their note issues. 6

Thornton pointed out, however, that this did not mean that
the proportion of country bank notes to Bank of England notes
must always remain the same. This would hold true only if the
areas of circulation of the two types of notes and also the relative
volumes of payments to be made in the respective areas remained
unaltered :

By saying that the country paper is limited in an equal degree,
I always mean not that one uniform proportion is maintained between
the quantity of the London paper and that of the country paper, but
only that the quantity of the one, in comparison with the demand for
that one, is the same, or nearly the same, as the quantity of tim
other in proportion to the call for the other. T

"Letter to Pitt, _d ed., pp. I9-2o, note. B_d seems to have tho_ht that an
increasein hold/ngsof cash by/ndiv/dualsin the countrywas the only way in
which pressureon the countrybank reservescouldoccur. In an appendixto
the secondedition (pp. 42-43), Boydprintsa letter froman ummmedcorre-
spondenttaking h/m to task for attachingimu/ficientweis_t to the country-
barknotes, which,accordingto this letter, had probablyincreasedin greater
proport_ than Bankof Englandhotel

*Humehadnotedincidentallythe applicabilityof his atudr,ls to the rtlatlcm
_,.e_ thedi_erentprovincesof a singleco,m'uy. Seemqwa,p. 84.

"Papt.rcredit,t802, pp. 2x6 ft. Thorntonalso arguesherethat if bankcredit
becamemoreeu_y _ in the_t,_y while reumi_.ngrestrictedin I_-
don,merca_e houseswith baakin8¢om_'tiom both in tt_ecountryand in

would shift some of their borrowingfrom Londonlmnksto com_,
ba_ks,would demm_ Bank of Englmulacres in exdmut,e _- the couuU'y
bankm_s ¢,m _o!___'_,,ml,am/woakl tlm'eby_ the *e,erveso_ the _-_
Im_ ,,ml fim:e_ to cemractth_/urns.

'/_d.. p. aa8.
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Similar views were expressed by Homer, 8 King, ° Ricardo, 10the
Bullion Committee, n Malthus, :2 and other bullionists.

Since the anti-bullionists denied any excess in the currency as a
whole, they ordinarily showed little interest in the attempts of
the bullionists to apportion responsibility for such excess. Some
of the anti-bullionists agreed that convertibility of country bank
notes into Bank of England notes was as effective a restriction on
country bank note issue as convertibility into goldJ s Others of
them, however, apparently determined that if any blame was to
be assigned it should not be to the Bank of England, denied that
the amount of country bank notes was in any way dependent on
the amount of Bank of England notes, and cited in confirmation
the evidence of country bankers before the Bullion Committee
that their reserves consisted only slightly of Bank of England
notes and the apparent absence of correspondence between the
fluctuations in the issues of the two types of paper moneyJ 4

Silberling and Angell reject the bullionist claim that the coun-
try bank note circulation was dependent on that of the Bank of
England notes. Silberling ridicules the notion that if prices rise

"Reviewof Thornton,Paper crsdit, Ed/n/mrghrec4e_,I (x8o2), p. xOx.
• Tlun_ht$on the egects of the Bank re,_,ictioa¢,_d ed., x8o4,I_. xox-xx.

King st___tedthe argument,later to be stressedby the banldngschool, that
countrybanks couldnot issue to excess becausecompetitionamong the banl_
to issue their own noteswotddprevem any individualbank from expanding.

_*Highpriceoflndlion,zgxo,Worhe,PP.a82ft.
"R#ort,x8m, pp. 46. 67.The BullionCoa_tteeneverthe.k,ucited evi-

dencetending to show that the reserveratios of the countrybanks had fallen
and that their note issues had therdore risen in greater l_ol_'tion than the
issuesof _heBankof Englund.evenafter allowancefor clua_es in the areas of
lurid-to-landdrculacionof the two currendes. (Ib/d., pp. 68-7L)They also
reachedthe err_eom taatdmiaa that if country banks increasedtheir note

m.Revlewof theo,_'oversy respeca_ the high_ ,_ buUio_"._':"_
w, XVHI O8xx), 4ST-Sg

=CL C,oum Trotter.,Pvi_pt_ M csn,e,_ oral +m,chm_a, mled., xgxo,pp-

fore _ toth_ _samu'_,thisa_ght-malt iaa eomraeti_ bet _uld a_er
emm aa m_mm,ati_ _ _ ¢omar_ ba_ aot_ dmaat_ _amabl_ m
t_ Snaaal am the lhak o_EaSla/_ _ _a_l mmuar_ _i,_t,_ _
bmk rotes rad_ tim saMammt tla_
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in the provinces, it will result in a shift of purchases from the
provinces to London: '_ondon and the rest of England were not
then, and are not now economic areas producingidentical wares.
If the price of iron or hops or wool rose in the provinces by rea-
son of liberal credit accommodation to farmers and speodators,

• . . it could not result in purchases from London of what Lon-
don did not produce."is This is a valid criticism of the manner
in which the bullionists expressed their argument, but leaves the
essence of the argument untouched. A relative increasein country
bank note issues will not lead the provinces to increase their pur-
chases in London of country products, but it will, nevertheless,
lead to a debit balance of payments of the country with London.
The increase in spendable funds in the country will lead to in-
creased purchases of London products by the provinces, and the
rise in prices in the provinces will lead to decreased purchases of
country products by London. When two regions have currencies
convertible into each other at fixed rates and have commercial
relations with each other, one of these regions cannot issue cur-
rency to any extent, irrespective of what the other does, without
encountering serious exchange and balance of payments difficul-
ties, even if the two regions do not have a single identical
product.TM

Silberling and Angell object further that the explanation given
by Thornton and Ricardo is unilateral, instead of bilateral; it fails
to take account of the upward effect on London prices of the re-
lease by the country to London of Bank of England notes and

Z_"F"nmncial and monetary policy," loc. dr., p. 4z9. Cf. Henry Bm'geu,
/1 letter to the Right lion. Geo_e Canaing, xSa6, p. aS: "The theory of the
[Bullion] Committee... about an excess of country bank notes causing a local
rise in prices and sending all people to London, to but cheap commodities,
seemsto me equallylundnou_... Who that hada correctnotionof the
_ d tbe currency,_ukl thinkot sendingOeo_ froma dlmace in tbe
coum_ to Londo_tolmy cor_ cattle,cbee_ w_l, lmx_ coal, lead,inz_,
etc. by an excess of country bank notes, as compared with Bank of England
notes."Cf.alsoJohnAshtonYates,_# _tscarrtns_anddrc_sJ_s, I8a7,
p. _7: _Th¢ local rise of twlccs in came_amc, eol an increased iuue of cmmtry
banknotesmustbeetmrnamsin orderto l_ingcornor ironfrcanLondonto
Glamorgan_reor Staffordsh/re.... "

uCf.also theanswerd GeorgeWoods:"Fo_as _ties arecheaper
where tbe exceu has n_ taken ldace than wbere it h_ m will tbey be taken
to that gart where a hlgher prlce can be obtailled. If it be mid that many goods,
suchasdmsefromthe EastIndies,canbe purchasedonlyin London,I reply:
thepriced I_m-_es is dependent _ that of necesmgi_" (Obtev,oah'o_ron
thepve_a priceofb,dlioa,_Sxs,_ _.)
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balances with London bankers resulting from an expansion of
country bank note issues. They contend, in rebuttal, that a rise
in prices in the country resulting from an increased issue of
country bank notes would spread to London. 17

This is a valid criticism of Thornton. 18 It is not applicable,
however, to Boyd 1° or Ricardo, s° for both of these writers took
it for granted that it was necessary for the country banks to
maintain constant cash reserve ratios whether in Bank of Eng-
land notes or not. If the Bank of England did not increase its
issues, then the country banks could not at the same time increase
their circulation and maintain a constant reserve ratio. It is this

assumption of constancy in the country bank reserve ratios, to
which neither Silberling nor Angell refers, which is the vulnerable
point in the bullionist argument. If, as Boyd conceded, the coun-
try banks allowed their reserve ratios to fall, they could, as long
as their reserves were not wholly exhausted, forcd their issues
even while the Bank of England remained passive. If they toler-
ated a lowering of their reserve ratio, they could bring about a
new price equilibrium and a new equilibrium in the balance of
payments between London and the provinces, with the circulation
greater, and prices higher than before, in each area. Even if the
country banks expanded rapidly and extravagantly, and the Bank
of England did not follow suit, it might be some time, as Joplin
later pointed out, ja before their reserves were exhausted, and in
the interval before the collapse prices would be higher and the
premium on bullion greater for England as a whole. The ques-
tion still remains, however, as to what were the obligations of
the Bank of England in such a situation.

Silberling further supports his argument that the issues of the
country banks were not dependent upon those of the Bank of
England by the claim that the country bank reserves consisted
mainly of balances with London private hankers, while the re-
serves of the London hankers "were wholly uncontrolled by law
and had never been more than very moderate sums; and their

1"Sitla_mg, "fimn6al and monetarypo_? _. 4_; Aaadl, Theor_ ot

Thormoawasnotmawareoftheissue,buthefailed_ meetitsatisfac-
torily.C]. Papercredit, _8o_,PP.zt9 ft.

_$ee sapra, p. z54.
s Reply to Mr. Bomn_et's obsert_kms. Works, _ 352.
a 1', JoOia, O_ttimesof a s,Tstemot politicalecomnay, I8a3,p. aSo_
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ability to create credits was now but very little controlled by the
Bank of England. ''m The London bankers, unless they were of a
banking species hitherto unrecognized, must, in practice, have
found it necessary to have on hand in case of need cash or its
equivalent. But the only "cash" at the time was Bank of England
notes, and its only equivarent at the time was a demand deposit
with the Bank of England. The private bankers in London in fact
began during the Restriction period the practice of opening ac-
counts at the Bank of England and of rediscounting bills in their
portfolios with the Bank, instead of, as before, selling exchequer
bills or government stock on the open market, when they needed
to replenish their cash reserves. 2a The then deputy governor of
the Bank admitted to the Bullion Committee, in reply to a search-
ing question on this point, that a considerable amount of the bills
discounted with the Bank of England by the London private
banks was country bank paper. _ Willingness of the London bank-
ers to allow their cash balances to run down would enable them

to expand their credits to country banks in some degree, even if
the Bank of England did not make available to them increased
rediscount facilities. But since such e_pansion would involve a
persistent drain of their cash to the Bank of England and to
hand-to-hand circulation, it could not have been carried far with-

out active Bank of England support. The Bank of England,
moreover, could, by positive action, have prevented even such
expansion of the volume of discounts of the London private
hanks as had been independent of increased discounts with the
Bank of England.

Silberling and Angell fail completely to give any consideration
to the proposition that while England had an inconvertible paper
currency special responsibility attached to some agency, and pre-
sumably to the Bank of England as in effect a central bank, to

keep the currency in good order, even if to do so it should prove
necessary to countervail the activities of the country banks and
the London private bankers. Silberling even goes to the length
of characterizing as a "truly remarkable opinion," unfortunately,
however, without indicating why, Ricardo's argument (as sum-

="Fimmial attd ttaatemtypolicy," loc.c/t., p. 399.
"C£ JosephLowe, Ttte pr_ #tat_ at Et_gluadi_ regard to agricalture,

m JDMti_ Re#eel: Mimae# eaFt,ttidt,tw._, l_ 171-T&
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marized by SiPaeding) that "one of the causes of the 'excess' of
Bank notes was the expansion of the country issues, which had
thereby narrowed the field within which the Bank's issues could
circulate; the latter overflowed, in other words, a contracted chan-
nel "s The Bank of Engl.and, it is true, was m,g-_mi_edas a profit-
making establislunent. But it enjoyed valuable special privileges,
and whatever some of its shareholders may have thought, u it was
the general opinion of the time that it aho had special obligations,
what we should today term the obligations of a central bank.
Silberling himself refers to the Bank of F.nglmul of that period
as a "central bank," and states that the Bank chimed to be a
"regulator" of the currency. The Bank could not plead financial
inability to carry out these obligations, for the "supposedly enor-
mous profits," to which Silberling refers in a manner clearly in-
tended to suggest that they existed only in the imagination of the
bullionists, were genuine. _ There is nothing obviously remarkable
in the proposition that a central b._nk should _ when the
rest of the banking system is dangerously expanding, in order to
check and to offset that expansion. It should, on the contrary, be
obvious that there is a fatal conflict between the regulatory func-
tions of a central bank and determination on its part to maintain,
willy-nilly, its accustomed proportion of the country's banking
lmsiness. _

s "F'manciaiand monem_ 1relic,/,"/o¢.cir., 1_.4a6.
=Cf. Daa_ Beammat Payne, .41,ah_r,u to t/w prepJ4t#_-sof/arab _o¢/r

[xSx6], in Pam_hleteee,VII (TSx6), 38x: "Mr. Allardyceal_ears to have
_u_a_e.ly understood,that 'it is the firstand almostonly d_y of the courtof
directo_topromotetheinterestoftheproprietorsbyalllawhd_nt_and

mTheBankofF__thnddidnotordimtr__.portits_ eventoits_re-
Butin1797theBan1_waspaylnsa dlvidendof7 percentc_ its

capitalstock,Thiswasmaitaalneduntllt8o7,whenitwasincreasedto_oper
In addition,six extra d'rvideadsor '_nmes" in levemnam stocks or

,_,h averagingoverS_ percentwerepaidfrom I_9 to x806,a stockdividend
of _ per cent was paidin _816,and the Bank's Imanhes were enlargedout
d _ dari_ the R_arictloa _ The a_e pine d bankstock ro_
fromx33_ in x7"/7and x_7_ in the crisisyear,x_7, to _80 in _8_ (Mmhet.
Elects producedo_ the _Oi_,tal currency,3d ed., _Sxx,pp. 68-69; J. R. Mc-

HOto_aIsheetofthe 8a_t of Ear, at, _8_r,_ _,)
=To thee_t that_._ was comtm/ti_forismebetweenthec_ntry

tanksandtheBankofEneland,itwasma_ _ competltw_The two
cm'reaeiesd_,_ulatedside by _h ¢aly to a v_ _ extent, and when a
aete-tm_ _mtry bank was establishedin a new _ Bank of th_land
notes would ordiaaril_ n_ ¢mtinue to _ free_ there. 'H u eoun_
ban_ extend_ fl_e ac_a of _oa of the/_ _, the Bmk d Eu__*_,-__
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Silberling and Angell attempt also to demonstrate the lack of
responsibility of the Bank of England for the increase in cur-
rency by an elaborate statistical comparison of the behavior of
the Bank of England and the country banks. But if it is accepted

that the Bank of England was a central bank, its responsibility
for any excess of currency is ipso facto established, unless it can
be shown that it used its powers of control to the utmost but that
they did not suffice. What statistical analysis of this sort can at
best show is the extent to which the actions of the other banks

made it incumbent upon the Bank to exercise what powers of
control it had, and in what degree and with what measure of suc-
cess it did exercise them. Even such questions cannot be answered
by a simple comparison of the short-term fluctuations of the two
types of note issues. The Bank of England could have been wholly

responsible for initiating and maintaining an inflationary trend

during the period as a whole, while wholly irreproachable in its
manner of dealing with short-term fluctuations about this trend.
Allowance must be made, furthermore, for the changes in the
areas of circulation of the two currencies and in the volume of

trade and in the velocities of circulation in the two areas, and for

the effects of the occasional collapses of the country bank circula-

tion owing to discredit, before milch can be learned from such com-

parison. These difficulties are disregarded by Silberling and
Angell. But let us suppose them successfully surmounted. What

then could be learned from a comparison of the fluctuations in
the two types of issues?

The Bank of England could have followed any one of three
altern_ve lines of policy with respect to the relationshipbetween
its own issues and thc6e of the country banks, which can be dis-

tinguished as (I) regulatory, (2) passive or indifferent, and (3)

sympathetic- If it followed a regulatory policy, this should show
itself in a negative correlation between the fluctuations in the two
types of issues, with the changes in the Bank's issues lagging be-
hind those of the country banks. If the Bank took a passive or
indifferent attittule toward the operations of the country banks,
thereshould be no markedcorrelation, positive or negative, unless:

note_ m_A/u t_ arm of _*_om n_w/we to/t. Ct. Lord King,
Tka_kts on tk¢ ¢ltcta oJ tlw Ba_ _a_'tlow. ml ed., _o_ pp. ioa-$
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(a) the country banks, either from policy or from necessity, fol-
lowed the Bank of England, when there should be a positive cor-
relation between the fluctuations in the two types of issues, with
the changes in the country issues lagging after the changes in the
Bank issues; or (b), both the Bank and the country banks re-
sponded to the same factors in the general situation pulling for
credit expansion or contraction, when there should be positive
correlation between the fluctuations in the two types of issues,
with the existence and the character of a lag depending on the
time-order in which London and the provinces, respectively, felt
the stimuli to expansion or contraction and the rapidity with
which they responded to such stimuli. Finally, if the Bank fol-
lowed a sympathetic policy, there should be positive correlation
between the changes in the two types of issues, but with the
changes in the Bank of England issues lagging after the changes
in the country bank issues. This does not, of course, exhaust the
range of possible relationships, since the types of relationship
distinguished above need not in practice have been mutually ex-
clusive, but could have been present in varied and varying com-
binations.

From his examination of the statistical data Silberling con-
cludes that "the quarterly cyclical fluctuations in the country
notes preceded . . . the discounts of the Bank of England (a
much more accurate measure of accommodation than their

notes). ''n If this were the case, it would indicate that the Bank
of England either had followed the "sympathetic" policy toward
country bank issues, surely the least defensible of all if it was its
function to keep the currency in order, or had had no policy at
all but had reacted in the same way as the count_ hanks, but
more slowly, to the forces operating in the country at large to
bring about a currency inflation. Silberling nevertheless presents
this conclusion as an important dement in his exoneration of the
Bank from blame.

Angell, using Silberling_s data, rims that the Bank of England
note circulation "was a comparatively stable dement" and that

"'F'mara_ and monetarypotic_,"loc. cir.,p. 4a_ note; "British pricesand
_teycl_"lo¢. cit. p. a4_ It lmak note, arerejectedas a _ meamre
at the "_" grained !_ the Bank d Etqttaad.thor _amld be re-
jectedabo tot the coma_ baa_
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"the great element of fluctuation in the volume of currency was,
rather, the issues of the country banks. These issues usually ex-
panded greatly before and during a rise in prices, while they con-
tracted even more abruptly before and during a fall, ''a° i.e., the
Bank of England followed a passive policy.

The statistical conclusions of both writers rest, unfortunately,
on faulty data with respect to the country bank note circulation
There was no record of the actual amounts of notes issued, but

the notes had to carry tax stamps, and all contemporary estimates
were based on the official statistics of the tax stamps sold by the
government, and on the estimated average life of the notes. Coun-
try bank notes were subject to tax only upon their original issue.
Subject to some complex qualifications, prior to ISto these notes
could not be reissued after three years from the date of their orig-
inal issue. Thi_ limitation was removed in x81o, on the assump-
tion that on the average the notes would, because of wear and
tear, have a life of about three years. If the notes could be pre-
sumed to last, prior to I8IO, on the average for three years, if
after I8Io all the notes could be presumed to last for the full three
years, and if the country banks always succeeded in maintaining
in circulation the full amount of notes for which they had pur-
chased stamps, then the circulation at the beginning of any quar-
ter would be equal to the amount of notes for which stamps had
been sold during the preceding twelve quarters. There was no
available mode of estimating the circulation which did not neces-
sitate making doubtful assumptions of this kind. sl Silberling's
estimate of country bank note circulation, which Angell also uses,

has, moreover, a special and catastrophic defect of its own. It
consists merely of the amount, for each quarter, of £I and £5 notes
for which stamps had been sold in such quarter, arbitrarily multi-
p//ed/.j ten, i.e., with the decimal point moved one place to the

•DTkeory of i_ermaDnal lrtices, p. 486.
a The country banks would always have to keep on hand some of their notes

as till money m" awaiting the possibility of their issue. The notes of banks

which failed or sttslmmled paytm'nts or for other reasons ceased to issue would
be withdrawn before three years from the date of their original issue had
e!apNd. There were still other obstacles to making reliable estimates of the
country bank note circulation from the statistics of stamp sales. C£ the testi-
mmty of J. Sedgwick, Clmirnm_ of the Board of Stamps, Report by the Lords
Committee [apt] re_mptios of cask paymeat,, t819, appendix F. 7, PP. 4o8-x5.
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right , presumably as the result of an error in copying, a_ It bears
no resemblance in its fluctuations to the other available estimates

of country bank note circulation, as the following table shows:

TABLE II

ESTIMATES OF COUmY BANK NOTE CIRCULATION FOR SPECIFIED QUARTERS

(In Millions of Pounds)

Based on ag_n_.L_.te
Third quarter sales of stamps Sedgwick's Silberling's

of year during preceding estinmte s series,
twelve quarters"

t8o7 ............. z9.7 It .o
18o8 ............. 17.5 14.9
t8o9 .............. _o.6 tT.O a3.x
t8to.............. aa.9 at.8 x3.x
tSH ............. a 3. x at -5 z8.7
t81a ............. x9.a x9.9 15.3
t8x3............. 2o.$ 22.6 t7.5
t8x4 ............. aa. i 22.7 I4- 5
tSxs............. 2o.8 x9.o 9.0

• _ I_ Lm,d+_ [owlvmmm_om _' ,mslbpa_m_,as,xSxg. appendixP. x. p. ,_0 (£t
and£s notesoaly).

b/Md., append/x F. S. pp. #oS-xS; b_ed on aammpti_ that in any _ _ there would
be/n ch_ist/_ sn tl_ no_esfo¢wh/ch _ hsd been sold _ that F_r. two-th/r_ oGthe
notss for wh/ch stsmps hsd I_en sold in the p_ceding yur. _ad oct-thud d t_ not_ for wb/ch
•mmps hadbe_ wld in the nat _eoedi_ W_. (AU not_.)

• 8_:_an_ "B_it_ pcicesgradbmmm cycks." k¢. _.. p. 2_S (_£ze_l £S no_s only).

Silberling claims for his series that "since this stamp duty in-
volved expense to the issuing bankers, it is wholly probable that

=The fo_ data for quarterschosenat randomshow adequatelythe
natureof SilbeHing'sseries:

0) (_) (_) (_) (5)

Number of Number of Total v_ue Sflbed/_'_+
£t not_ £5 notes of £t and £S series,

quart_ stampeddur-stampeddur-notesstampedmi_onsof£.

tStl ......... 472,O7S 1:12,399 _I .,084,070 10.8
1814 ......... 946,X74 137,7ta 1,634,734 I_+4
t8[8 ......... _,,_4,_8 =z7,383 a,o4z.z83 _o-4

, , , , J ,, , ....... ,,+ ......

b Cotum a + (SX _otumn_).
• _bm-M_. "Britimh_ m_dImamm c.jm:k,."_o++_. p.
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the volume of notes stamped each quarter affords a safe index, at
any rate, of the variability of the actual issues. ''u But Silberling
overlooks that the amount of stamps issued each quarter indicates
at best only the amount of new notes which were issued during
that quarter. Since it gives no indication of the amounts of okt
notes which went out of circulation during that quarter, it is a
wholly unreliable index of the net change during the quarter in
country hank note circulation. Silberling's series, as its method
of compilation would lead one to expect, shows much greater
quarter-to-quarter and year-to-year variability than do the other
available estimates of country bank note circulation. These last
do not indicate any appreciably greater instability in country bank
note than in Bank of England note circulation. But even these
other estimates are probably too defective to warrant any con-
fidence on condnsions based on their use. _

X. RESPONSIBILITY FOR EXCESS ISSUE: THE CREDIT POLICY

OF THE BANK OF ENGLAND

Silberling finds other statistical evidence of the high quality of
the Bank of England's management of its affairs during the
Restriction: "the Bank's loans to the State tended to expand when
discounts were moderate, and vice versa. In other words, the
Bank granted accommodation to the government during the war
rather sparingly and according to the state of their mercantile
accounts. They put the business interests foremost and assumed
a primary responsibility for the maintenance of British trade and
industry, which, in an essentially commercial war, was of vas_
cousequence. "I But as can be seen from chart II and table III, all
that the data show is that there was somewhat of an inverse

correlation between the short-run changes in conanercial dis-
counts and advances to the govermnenL As they stand, the data
will equally well-support the concha_m that commerce got only
what was left after the government's demands had been satisfied.
An even more plausible _on of the inverse correlation
between commercial discounts and advances to gowmm_t, be-
cause it does not involve the atm2ration to the Bank of England

*'O. Toolm,_/_/_e,7 d $r/¢_,,II (zlL_S),,_o-SL
_Sabed_, "F'audtt aad ameetar_laik_," _. _g 4a_ not_
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of any consistent regulatory policy, is that advances to the govern-
ment supplied commerce with funds as effectively as, though less
directly than, commercial discounts. When the government bor-
rowed freely from the Bank, the borrowed funds flowed into
commerce and consequently lessened the demand of businessmen
for discounts) But while Silberling here praises the Bank for giv-

MILLIONS Of

L
_0 : --- COMMERCIAl.PAP._R

_. I/NDER O/$COUNT

t i

o 1 I ,1 I I I I 1 1 I t I-
17_s moo /#os taro tats

Ca^a¢ II

ing commerce a preference over the government, and for treating
the latter only as a residual claimant for credit, he later attacks
the bullionists for their alleged failure to recognize the extent to
which the Bank's expansion of its credit was due to the demands
made upon it by the government?

Angell, from the same data, derives a substantially different
defense of the Bank's operations. Instead of finding that the
Bank treated the government as a residual borrower, he claims,

' _s of the Bank testified before the Commons Committee of 18t9 that
when the advances to the government were large, the demand for cozranercial

discounts was generally small. (Re#ortz _rom the Secret Committee on the

expediency of the Bemk re$.ming cazh paymeatx, z819, PI_ zT, z43.)
s"Financlal and monetary policy," loc. cir., pp. 425-a 7.
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TABLE III (data of Chart II)

COMMERCIAL Dxscov_'rsAm) ADVANCES TO Tag GOVER_E_rr BY ZnB BANK OF

ENGLAND, 1795--1815

(In Millions of Pounds)

Year Commercial paper Advances to the
under discount* goverl]r_ent b

1795 ........................ 2 9 13.3
1796.......................... 3.5 H .6
1797......................... 5.4 8 7
I798 ......................... 4.5 9.6
1799 .......................... 5.4 9.5
18oo .......................... 6. 4 x3.o
18Ol ........................ 7-9 I3 6
18o2 ....................... 7 5 13.9
18o3 ......................... 1o 7 I1.6
18o4 .......................... Io o 15.o
18o5 .......................... _1-4 14.5
18o6 .......................... 12 4 14.6
1807........................ I3 5 13.7
18o8 .......................... 13.o 15.o
18o9 ....................... 15.5 15 7
I8IO ......................... 20. I I6.4
181I .......................... 14.4 2O.4
1812 .................... 14. 3 22-3
18I 3 ....................... I2 '3 25"8
1814 ...................... I3 3 30. I
I8I 5........................ 14.9 26.5

• Re_l from//_ [Common]_ . . . omthe Ba_J_of E_tqawAcAarter,x83a, &ppetadixno
59,P. $4-

18z9,appendixA. 5, P-3o9- (Yearlyaverages of returns for Februaryand At_tst of each year.)

probably justly, 4 that the Bank was not a free agent in deciding
the amount of credit it should grant to the government, and
concludes, from his analysis of the data, that the Bank in its
commercial discounts, "that part of the credit extensions over
which it had independent control," exercised "a moderating policy,
of restraint in boom times and of assistance in stringency ....
The Bank of England, in so far as its independent and uncon-
trolled loan-extensions were concerned, was largely blamdess. "_

"CA. Chaucd_ o_ the Exchequer V_ Haa_d, ParFuu_¢_ary de-
batu, zst series, XXIV (Dec. 8, x812), 23o: "the mm-moas profasof the
Bank had also been dwdt elxm: to this he would bear testimony, that the
eauk was aa _._wiUingparty to _ho.e nm_res whencethe lm_ accrued,
aadwhichwere forcedulmnit by the g_ ol the country."
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What inverse correlation there was between the commercial

discounts of the Bank and its advances to the government is
consistent, in the absence of additional information, with a wide
variety of interpretations of the credit policy of the Bank. All
that can reasonably be inferred from the available data, statistical
and non-statistical, with respect to the operations of the Bank is
that during the Restriction period the Bank increased both its
advances to the government and its commercial discounts sub-
stantially, that the increase in its commercial discounts was pro-
portionately much greater than the increase in its advances to
the government, that rising premiums on bullion, falling ex-
changes, and rising prices all failed to act as a check on the
expansion by the Bank of its credit facilities of all types, and
that the Bank directors told the truth when they insisted re-
peatedly that they followed no clearly-defined rule or principle
in regulating their discounts except insistence that the commercial
paper discounted should be "sound" and of short maturities. That
the depreciation was, on modern, less exigent standards, only
moderate, seems to have been due much more to the fact that
the 5 per cent discount rate had become traditional and therefore
was not lowered than to deliberate policy of the Bank. Even if
it be granted that the Bank of England exercised a stabilizing
influence, the evidence is lacking that it did so deliberately and
as a matter of policy, and the record as to the premiums on bul-
lion, the fall of the exchanges, and the rise of prices, demonstrates
that it did not exercise it sufficiently, if these phenomena are
regarded, as all the lmlHonists regarded them, as highly un-
desirable.

There is substantial ground for accepting Angelrs plea in de-
fense of the Bank's advances to the government that the Bank
with respect to these was not a free agent. It nevertheless had
much greater scope for regulating the currency through control
of its commercial discounts than it made use of. Ample facilities
for direct credit to private Imslne_ had developed during this
period outside the Bank of England both in London and in the
provinces, and it is by no means clear that there was any longer
any urgent need, as far as the _atiou's c_,_ and industry
were concerned, for the Bank to grant airy genuinely "comrr_r-
cial" discounts at all. Its"conunerdal disco_mts" increased, how-

ever, from 6.3 rm'tlions in rSoo to i5.3 nu'llions in i8o9 and
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i9. 5 millions in x8Io, e amounts which were never again reached
until after z9z4! The proportion of the Bank's commercial dis-
counts to its total advances increased, from an average of approxi-
mately 25 per cent during the years I794 to I796 inclusive, to
33 per cent for x797 to I800, 42 per cent from x8o1 to I8O5,
5° per cent from I_K)6 to I8IO, and 36 per cent from ISII to
I8I 5 ;_ in I8aO, after resumption, it fell to I9 per cent, a level
which it appears barely to have maintained during the I8ZO'S.s

Even these percentages apparently minimize the extent to which
the Bank's expansion of its credit facilities provided funds for
use by private industry' rather than by government. The govern-
ment during the Restriction kept a large proportion of the ad-
vances to it by the Bank, for the years I8o 7 to x816 exceeding
5o per cent on the average, 9 on deposit with the Bank, presum-
ably as an emergency reserve. The commercial discounts, on the
other hand, were in the main drawn out immediately in cash, and
the private deposits at the Bank of England during the same
period averaged under I2 per cent of the commercial discounts. 10
It is likely, therefore, that the funds resulting from the commer-
cial discounts had a greater velocity of circulation and conse-
quently, pro rata, a greater influence on the level of prices, than
the advances to the government.

Angell makes some attempt to determine the responsibility of
price inflation in England for the fall in the exchanges and the
premium on bullion by a comparison of their fluctuations with
the fluctuations in the English price level, as shown by Silber-
ling's index number of English prices for the period, but with
admittedly inconclusive results. 11 Such a comparison is by its

"Someof the increasein acommerdaldiscounts"may have been in redis-
countsfor Londonbankers,and some of it eomisted_y d advances
to subscribersto new issuesof govenumm stock, rather than of commercial
discountsproper.

•_. Angen, Theory of/_mquu/o_ _/c_r, p. _ col x_ Angettcomments
that "theset_ercema_ are on the wlmtesurprisingly_ (lb/d., p, Sin) but
doesnot indicatewhathis criterionof "lowness"is.

° Cf. the statisticsof publicmi prince _mrities hdd by the Bank,given in
thegepo_om the Beat of _ charier,_83a,al_am_txmx S PP. z3-_S.

'Cf.//a_ at_mdlx no. 24,p. 35; appmdlxno. S,pp.I3 ft.
_lb/d., aFlmuiix no. 3_ p. 4I ; appendlxno. 5, PP-I3 IT.
"Theoryof __ _:, _ 486 Anadl says, in tt_ coemcf_ _at

"cemtrarytotheo_ioa ofmost¢a_emoorarywriters,neitherthesl_e
nor the _ in _ f_m exchanges were correctmeasuresd the

del_atiou, if this _ be nlmmredby commodityprices. Both were much
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nature without significance. Even a comparison of the fluctua-
tions in the exchange rates with the relative fluctuations of Eng-
lish to foreign price levels would not yield conclusive results
unless there was very marked agreement or disagreement in the
fluctuations. 1_

That resort to price inflation is necessary if a great war is to
be financed seems to Silberling so axiomatic that without argu-
ment he makes their failure to acknowledge this one of the most
heavily stressed counts in his indictment of the bullionists, la There
is no need to debate this issue here, but several considerations of

which the bullionists were aware call for notice. Contemporary
writers pointed out that England had financed successfully the
Seven Years' War and the American War, both of which in-
volved fairly comparable financial strain, without resort to price
inflation involving serious depreciation of the currency in terms
of bullion. Napoleon financed his side of the war on a strictly
metallic currency basis. There was, moreover, a substantial rise
in English prices even in terms of gold and silver, and England
could, therefore, have had a substantial inflation even if she had
remained on the gold standard.

too low." Since the bullionists did not in fact measure depreciation by the
trend of English commodity prices, and the anti-bultionists either denied its
existence or claimed that the premium on bullion and the fall in the exchanges
exaggerated the extent of the depreciation, this passage is not easy to undex-
stand.

_Althongh Silberling's index number is a valuable contribution, it would
not be satisfactory for this purpose even if a comparable Continental index
number were available.. Of the 35 commodities from whose prices the index is
computed, only xx are classed by Silberling as British commodities--including
copper plates (or cakes or sheets) and tin blocks, essentially import commodi-
ties?--and none of these is a substantially fabricated commodity. ("British
prices and business cycles," loc. c/t., IX a99.) For such comparisons, it is the
relative trends of the prices of "'domestic commodities" which are most signifi-
cant. See in_ra, p. 385.

_sSilherling's emphasis on the desirahqity of inflation under the then existing
circumstances makes it hard to explain his anxiety to free the Bank of England
from the charge that it was mainly-responsible for bringing it about.



Chapter IV

THE BULLIONIST CONTROVERSIES:

II. THE DEFLATION PHASE

The guinea was made for man, and not man for the guinea.
--Thomas Attwood, A letter on the creation of money, I817, p. 95-

I. THE RESUMPTION OF CASH PAYMENTS

The Bullion Report, which advocated resumption of cash pay-
ments at the old par within two years, was presented to Parlia-
ment on June 8, I8IO, but was not taken up for discussion until
July of the following year. In the latter part of x8_o there began
a marked depression, the result largely of a collapse of the boom
in the export trade which had followed the opening of Latin
America to British trade. This depression continued into I8II,
and was accompanied by the suspension of many country banks
and by credit stringency. To relieve the situation the government,
in March, I8I x, issued £6,ooo,ooo in exchequer bills to merchants
on the security of commodities, in order to provide the merchants
with acceptable paper for discount at the Bank of England or at
other banks, t In the meantime the premium on bullion had been
rising, and was not to reach its peak until I8I 3 for gold and
t814 for silver. These circumstances tended to strengthen the
opposition to an early resumption of cash payments, and in the
parliamentary session of I8II the Homer resolutions embodying
the conclusions of the Bullion Report were defeated by large
majorities.

In I8I 3 and I8t 4 commerce and industry were in a prosperous
state, and as the termination of hostilities impended the price of
bullion began to fall. Napoleon's return from Elba and the re-
sumption of hostilities in I8I 5 resulted in a rise of the premium

The governmenthad usedthis expedientto alleviatea creditstringencyat
least twice before,in _and _z

I7I
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on bullion, but a financial crisis, and a fall in prices and in the
premiums on gold and silver, followed the definitive defeat of
Napoleon at Waterloo.

These rapid changes within a few years in the fortunes of the
paper pound appear to have converted many influential persons to
the desirability of a return to a metallic standard. In I816 the
government enacted measures preparatory to a return to the gold
standard at the old par. Silver coins were definitely relegated to
a subsidiary status, thus completing the legal progress toward a
monometallic gold standard begun in I774. It was provided also
that the authorization, by the Act of x797 and later continuing
legislation, of the issue of hank notes of smaller denominations
than £5, should termirtate within two years after the resumption
of cash payments. But the government continued to refuse to
obligate the Bank of England to resume cash payments, and both
government and Bank were obviously waiting for the course of
events to disclose the auspicious occasion for resumption. In I816
gold fell to little above its mint price, and the Bank bought
quantities of it at the market price and had it coined at a loss.
In January, I817, on its own initiative, it began partial resump-
tion at the old par, giving gold upon demand for certain cate-
gories of its notes, under the authority of a provision in the
Restriction Act of t797 permitting the banks to pay notes under
£5 in cash. But the exchanges soon after turned against England,
with a resultant drain on the Bank's newly replenished gold re-
serves, and early in x819 Parliament, at the suggestion of the
newly-appointed committee referred to below, forbade the Bank
to redeem any of its notes in gold.

Promises having been made on five different occasions of
eventual resumption of cash payments, the House of Commons
finally, in x8I 9, appointed a committee, under the chairmanship
of Robert Peel the younger, to inquire into the expediency of the
resumption of cash payments: A similar committee was appc4nted
by the House of Lords. The House Committee, after hearing
testimony of witnesses who, with one exception, were all favor-
able to resumption, reconunended resumption with only one dis-
senting vote. In its report it took the desirability of resumption
at the old par for granted, and confined itself to recommenda-
tions as to the time and manner of re_on. It _ded a



The Bullionist Controversies: 11. The Deflation Phase 173

gradual return to cash payments at the old standard, along lines
which Ricardo had proposed. The government left the decision to
the House, which, after but little debate, passed the Act of July e,
i819, repealing the ancient restrictions on the export of coin
and bullion and requiring the Bank to pay its notes in gold bars
of a minimum weight of 6o oz. each, at rates per standard ounce
which were to attain, by graduated stages, the old rate of £3.
17 s. Io_ d. per ounce by not later than May t, x82I; after
May I, I822, the Bank could pay its notes in gold coin or in
ingots upon demand as it chose.

The price of gold fell to the mint price almost immediately,
the exchanges turned in favor of England, and gold began to
flow into the Bank. There was no demand whatsoever for the

gold bars, and eltrly in I8_I an act was passed, at the request of
the Bank, which did not like the ingot plan, permitting it to cash
its notes in gold coin after May I, x82I.=

From I816 on, there was a long period of economic distress,
although with short intervals of prosperity. There had been
voices raised before resumption, warning that it would bring evil
consequences? Once it was in effect, many persons attributed the
distress to it, and there arose an extensive controversy over the
expediency of the resumption and of the manner and occasion of
bringing it about, which was actively to persist for many years,
and was in fact not completely to end until after the middle of

"For more detmledaccounts,see A. F_ F_vearyear, The pom_ aedmg:
a history of English money, 19,$I, chap.ix; A. W. _, Fm_'_gl reco_
aruaion in E#gland rSzs-z82,,,xgaS,chap.vi.

=Thom_ Attwoodin I_rticularprotestedvigoro_ly againstthe casualman-
nerin whichwhat he regardedas the mainquestion,i.e., whetherthereshould
bea metallicstandard,and if so at whatpar, was answeredby the Commit-
tees, and he predictedthat the deflationnecessaryif returnwas madeto the
old pat would not be as easily borne as the Connnitteesmtpposed."It is
_'traordinary,"he exclaimed,%.. to observe the coolness with which the

speak ahe_ the Bank of _land, and countrybankers,having
su_ _: 'to call in their acc_/... 'To call in accommoda-
tionS'_ he s_rt to them, mt to the _ lint/t is de_h tn the l_blic.
I wh_ ti_ the_ _n_ to _ml twd_e mm_ in a lm_ki_ 1_.,
dufit_ the perlodof a _ ',mllit_in of _____eommm_ttiom.'They wetddget
morekaewle_e _ I,_ llfe,tad d its _ md imam, ia that tttort_
thanis to be learntin all the hee_ all ever were wrltteatretathe bttimit_
of theworkL"He tielntedoct tlmt teaeral liquidationwas a mmhmores_fiom
_im th_ no_ata by a timie auk (A Untr :o a_ S, rt o/L/_-
tool. et, _ _ of tk, _, tSt_ PP-34 ft. QL tim/b/d...4 _
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the century there occurred a reversal in the hitherto downward
trend of the price level.

II. RESPONSIBILITY OF RESUMPTION FOR THE FALL IN PRICES

From a peak according to $ilberling's index of I98 in I814,
the English price level fell to I36 in i819, to I 14 in 1822, to
io6 in _824, and to 93 in I83O. Ricardo had predicted that re-
sumption would bring about a fall in prices not greater than the
then prevailing premium on gold, or from 3 to 8 per cent. 1 After
the event Ricardo conceded that resumption had probably caused
a greater fall in prices than he had anticipated. He still contended,
however, that if resumption had been managed in accordance with
the plan which he had proposed, it would not have caused a
greater fall in prices than 5 per cent. If resumption had actually
caused a fall in prices greater than this it was because the Bank
of England had so mismanaged the resumption as unnecessarily
to bring about a rise in the world value of gold. 2 He held that
there was no certain way of determining how much of the in-
crease in the world value of gold was due to this mismanagement
and how much to other causes, but he accepted as a plausible
guess Tooke's estimate of 5 per cent as the additional fall in
English prices resulting from the mismanagement of the Bank. 3
This would make the total reduction in English prices which
according to Ricardo could be attributed to the resumption some
8 to 13 per cent, with the remainder of the fall attributable to
other causes operating simultaneously to raise the world value of
gold. At other times, however, Ricardo assigned to the Bank's
mismanagement responsibility for a greater portion of the defla-
tion of prices than Tooke's estimate would indicate. 4 In the
absence of any index numbers, he could have had only a vague

a In testimony before the Commons Committee_ March 4, z819, $ to 6 Net
cent (Reports ]rom the Secret Committee on the expedinwy o[ the Bank re-
suming cash payments, I819, p. x37 ,_ in testimony More the Lords Committee,
March 26, _819, 8 per cent (Reports respecting tl_e Bank oJ England remg
cabs l_)me_$, I819. p. 2o2) ; in the House of Comnums, May 24, t8xg, 3 per
cent (Hansard, Parliamentary debales, 1st series, XL_ 743).

s Haasard,Partiame_ary dcbates._l series,VH (June xz, xS_), 939ft.
*0_ pr_tectio_ to a_ricttlturt fiB:t2], /4Zerkso p. 4YO.
"Cf. Ricardo to Makh_, July 9, x82_:"Almost the whole ol the pressure

"hasarisenfrom the increasedvalue whichtheir [i.e., tt_ Bank's]opetatiom
havegiven to the standarditself._ Letters o] Ricardoto Malt&_, p. iS&
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idea as to the extent of the fall in the price level which had
occurred, and he seems to have seriously underestimated it.

In his ardent defense of resumption in principle, and also,
though to a lesser extent, in his criticism of the management of
resumption by the Bank, Ricardo occupied a somewhat isolated
position. In the face of the depression which followed resump-
tion, defenders of the resumption were few and these tended to
rest their defense on the claim that a metallic standard of some

sort was desirable, without undertaking to justify the restoration
of the old par or to blame the Bank for the evils which they
admitted had resulted from resumption as it had actually been
brought into effect. Of the ardent bullionists who during the in-
flation period had insisted upon the desirability of a return to
the metallic standard, some were now dead, or inactive as far as
the currency controversy was concerned; and others, such as
Wheafley and Landerdale, when faced with falling prices, lost
their earlier enthusiasm for a return to the metallic standard at

the oM par. Even so ardent a disciple of Ricardo as McCulloch
thought that the return to cash payments at the old par had been
a mistake. Much later in the century the Resumption Act of 1819
came to be generally regarded as a great achievement of economic
statesmanship, but the economic distress which had followed it
and the extensive literature of protest and criticism to which it
gave rise had by then been largely forgotten. 6

Ricardo, however, had given more hostages to Fortune than
the other bullionists. Not only had be been still active in t8I 9 in
advocating resumption at the old par, when other Imllionists had
become silent or had advised devaltmtion, but be alone, or almost

so, among the bullionists had insisted that the premium on bullion
was a meano'e of the extent to which the su_-msio_ of cash

payments had been responsible for the rise in English prices, and
tba_m'e he alone was now [mmat, if he were to be consistent,
to maimm that it wouid also be a measure of the extent to wtfieh

of cash paymems at the dd par woald low_ ]riee_
"I_ oflaw _ had uot conm/ated _emsdms to any quan-
_ _ of tlm im_uimmry effect of _ of _

*_s mat.m_ that "_ _ best4mmm wnim_ _ _ aiaelssa_

g rs). J/trim ,t *_, _ _ o_ _ _ _ d thecmary.
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payments. They were now free to reject Ricardo's measure of
the deflationary effect of resumption?

It was later frequently alleged, mainly on the evidence of
Heygate, a vigorous opponent in Parliament of the Resumption
Act, that Ricardo, shortly before his death in I8z3, had admitted
to friends that he had been wrong in forecasting that resumption
would cause a fall in prices of only 5 per cent? This, however,
seems doubtful. Ricardo, as we have seen, openly admitted that
resumption, as actually carried out, had resulted in a greater fall
of prices than 5 per cent, but he continued to deny, apparently to
the end, that this greater fall had been an inevitable result of
resumption.S When Ricardo stated that resumption would cause
a fall of 5 per cent in English prices, he did not mean that
resumption might not be fo//ou_ by a much greater fall in
prices. Other factors might well be operating simultaneously, but
independently,to lower prices. Ricardo,moreover, when forecast-
ing in 1819 the effect of resumption on prices, assumed proper
management of the resumptions and he always had reference
to the level of prices and the premimmon gold as they were in
18x9, and not, as did some of his later critics, to the higher

• C_ M_as Attwood, Letter to Lord H_s _ _dt_o_ _ the w/_
ot _y, zS_ p.26: "Thediscussionof tS_tturnedwhollyoQthe
whetherany depreclatim_of moneydidor didnotexist?The discms_ of
thepresentdayis as to whatwastheextento_that_c_"

' Cf. e.g_ William Ward, Remarks oa the commcrdal leoialatiom of 2846,
as cited in The zb-_f_wy q_stiom, ad ed. (x847?), p. _o: "Now Mr. Ri_'do
livedto changethisopinion,andshortlybeforehe diedexpressedthatheb-d
doneso; the lateSir W. H_gate was withhim,andhe said,'Ay,Heygat_
you and the few others who opposed us on the cash l_vments have proved
rlgl-_ I said that the difference at most would be only five per cent, and you
said that at the least it would be iwc.,,Lv-five_ cent.'' CL also Sir James

"It appears,therefore,thatin thefollowingt_,e, Portergoestoo/at in
his denial d any change in Ricardo's opiniou as to the effect of the _,-;_t
_ pt_s: _... Mr.Ihvid Ricardoiresbe_ _ heldupas lmving
n_m_d the _ expres_ b_ h_ui,Out the/_U ia pr_mto be brou_
alma i_ tinning to a amallk_aadardwouldt,em moreth*_thediffenm_
betwe_ the=m_ aad themint_ce, d g_l, =_,khat the _m_agd ]gr.
PeeYs B_I did _ _ 4 Imr ceaL _ is, in _h, am _m'raat whatever
f_. tim um_=_, whlch,like um_,other_. hu beenret_ u_ it
h_ _elml the_t_ e_truth."(George_ l_mr, PreWar ,q t,_,_

aSm).9N: :.. _i, t_taahada_t berna_a_ real_t to it am _ t_
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prices and higher premiums of the preceding years? ° Rieardo
had been charged during the inflation period with exaggerating
the extent of the depreciation of paper and of the rise in prices.
He was now to be charged, sometimes by the same persons, with
minimizing the extent to which paper had been depreciated and
therefore also the extent to which resumption had been respon-
sible for the fall in prices which followed it.11

Ricardo had proposed that convertibility should be restored in
terms of ingots of bullion instead of coin, and that the actual
circulating currency should consist wholly of paper. In this way
a metallic standard could be reestablished with a minimum drain

on the world's supply of gold, and therefore with a minimum
appreciation of the world value of gold. L*The Bank, however,
was unwilling to follow this plan and instead engaged in what
Rieardo regarded as an unnecessary contraction of credit and
accumulation of gold, thus raising its world value and forcing
additional deflation of English commodity prices. Rieardo be-
lieved that if the Bank had acted in accordance with his plan it
would not have found it necessary to add to the stock of gold
which it already had in x8x9: "There was nothing in the plan
which could cause a rise in the value of gold, for no additional
quantity of gold would have been required. ''*a This alleged mis-

Cf. t'bld., 945: _. • - to _[r. PeeFs bill coukl ordy be imputed the alteration
which had take_ place in the cu_e.r, cy between x8x9 and the present period."

a CL Rkaxdo, Om _rotecliom to agric_fure [I8_], Works, p. 467: "I believe
it will be found, that many of those who contended, during the war, that our
money was not depreciated at all, now endeavor to show that the depredation
wasthen emrmom,andthatall thedistresseswhichwe are nowsnfferinghave
arisenfix_mrestoringour currencyfrom a depreciatedstate to par." Cf. also
H_ in the House of Commoo_ Feb. I5, x8_ (Hasmm'd, Porllame_tory
debater, ad series, VI, 428) : "'.. • it is rather curious that the new converts,
those who stoutly denied depreciation when it most glaringly existed, should
now be*he most strenuous to exaggerate the extent to_ it was then
carrie"

_Ricm_do's first suggestion of this plan was made in I8XL (H/0h pr/ce o/
b_/os, appendixto 4th eeL,ISii, Works, pp. 3oo-oi.) He developedit further
in Pretmmla for o#*¢c_ amd_ec_r¢cm_rer,cy, _8_6,and advocatedit
beforethe ParliamentaryCommitteesof .8*9. On the historyof the plan,see
Jan_ Bomu', "l_Acac_'s Ingot Plan," /_cw immw/, XXXIII (x_3),
•8_-_4, aad A. W. ka:worth,_ ree_tkn* is E,q_a_l xgt$-z#z_,
•9zS,dmg v_

"Ore _ _ _q_e l,a_l, Wet/u, V. 46& In February, ,s,_
the Bsoklmld_ of buili_; in Angu_ _zg, _mo_oo. By F_mmry,



i78 Studies in tbe Theory of International Trade

management of resumption by the Bank aroused strong feeling
on the part of Ricardo. 14

Table IV presents some statistical data on the operations of
the Bank during the critical years of preparation for and actual
establishment of cash payments. They appear in general to lend
confirmation to Ricardo's criticism. But although the Bank's hold-
ings of bullion increased greatly after I819, they had been un-
usually low in that year. It is difficult to find a basis for an
estimate of what would have been a conservatively safe gold
reserve for the Bank at that time, in the absence of data as to
the extent of the credit superstructure for which the Bank's bul-
lion holdings were the base. If we use the ratio of its gold holdings
to its own total demand liabilities as a measure of the status of

the Bank's gold reserves, it would seem fairly clear that from
I82I to 1825 the Bank maintained larger reserves than were
necessary. But with reserves at their peak in I825, the Bank
barely managed to survive the crisis of 1826 witfiout suspension
of cash payments. Even if the Bank's difficulties in 1826 were
due to inexcusably reckless credit expansion on its part, the
rapidity and the extent of the drain on its bullion reserves demon-
strated that large reserves were necessary, given the quality of
the Bank's management and the nervous state of public opinion
with respect to the solidity of the paper circulation in times of
financial strain. Information is lacking as to what the Bank's
motives were in accumulating gold and in pushing it out into
circulation, but one consideration seems to have been its desire

tS_I, the Bank had increased its bullion holdings to £nOoo#oo. (Report . . .
on the Bank o[ Enyland charter. I832, apgendm no. 5, PP. I3 ft.) In August,
I822, the bullion holdings of the Bank had fallen to _xo, xoo,ooo. The Bank had
meanwhile been using the permission granted to it in x82I to pay out coin
instead of bullion for notes, and had been actively withdrawing its small notes
from circulation. Of the gold so paid out a large part, therefore, must have
gone into Englishcirculationin substitutionfor the camded paper,and was
thus withdrawnfromthe world stlpply.Ricardoin _8x9had advisedthe Bank
not to buy bullion,but boldly to sdL--Hansard, Parliamentarydebates, 2d
series, VII OSa_), 9_

stCf.Ricardoto Malthus,July 9, I8_I : "I verynmehregretthat in the great
d'aragewe have made froman nnregehted_eney to rateregulatedby a fixed
standardwe had not mere able me_ to tmnage it than the prtsem Bank
directors"If their°bjeet hadlmmt° makethe revulsionus °ppax'ssiveas Imssi-
hie, tl_ ¢euldnot have pursueclmeasuresmore calculatedto makeit so than
tho_ewhldt theytutve actmlly lmrsaed.... They are indeeda very igmmurt
set."t.snc..sof _ to l_atam,, t_ tS,_
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TABLE IV

PRICE LEVEL AND BANK OF ENGLAND ACTIVITIES, 1810-1830

Total Note Reserve
Year Price level* advances b c_rcula- Depomts_i Bullion_ ratiodtion o

(179o = Ioo) In Millions of Pounds Per Cent

181o ....... I76 35.7 22.9 13.1 3 4 9 4
I81I ......... I58 33 9 23.4 II 3 3.3 9-5
1812 ......... 163 36.4 25 2 11.8 3.1 8 9
I813 ........ 185 38 5 24.0 lz 3 2 8 7 9
ISI4 ......... 198 42. 9 26 6 13.7 2.2 5 5
I815 ....... I 166 42.5 27.3 12 2 2.7 6 8
lql6 ....... 135 34 6 26 9 I2.2 6.I I5 6
18:7 ....... 143 27 o 28 5 IO.O Io 7 27.8
IqI8 ......... I50 29 0 27 0 8.0 8.3 23 7
lq!9 ........ 136 27.2 25.2 6.4 3 9 12-3
1820 ......... 124 22.2 23-9 4-3 6.6 23.4
1_2I ........ 117 18.O 22.2 5 7 II.6 41.6

I :22 ........... 114 17.1 I8.1 5.6 xo 6 44.7
1823 .......... IX3 16.0 I8.8 7.5 13.6 51.7
1824 .......... I06 14 8 19.9 IO.O 12.8 42.8
I825 .......... I18 17-9 20.1 8. 3 16.2 57 o
1826 .......... lO3 17 6 23.6 7.1 4.7 15.3
1827 ......... lOI 12.0 22.3 8.5 10.4 33.8
1828 ......... 97 lO.8 21. 7 9.7 Io.4 33.1
I829 .......... 94 1_ .2 19. 7 9.3 6.8 23.4
I83o .......... 93 Io.6 20.8 11.2 10.2 31 9

• Silbedm_ "British Prices and Business Cycles, x77_--xS$o,"P.a_e_ of e_sol/_ stat/4U/_.
preliminaryvolume v (19_), supplementa, pp. _3a-33.

bIbm., p. 255.SimPh"&verl_ of quarterlydata.
*_ _{_ _... _ tk _ of &q_e_ etu_,, zS3a.al_eadix

no.5, pp. 13-_5. S*n_le avera_s of data for two dates in each year.

to rebut the charge that it was unduly concernedabout its own
profits.Is

The Bank's abandonment of the bullion standard was more
assure_ a mistake. The Bank, and other critics of Ricardo's
plan, cited the absence of any immediate demand for ingots as a
demamtration _f its impracticability.Bat underthe bullion stand-
ard, aad in the absence of domestic gold _, there could
havebeen a demand for i_gots only for iadustrial purlms_ and

_'C£d,e te,ti=_s, d Wiaim Wa,d, _... m _ It,at _ P.a_a_



180 Studies in the Theory of International Trade

for export. The fact, therefore, that from I819 to I82I, when
the Bank was contracting its discounts, when paper was not at
a discount, and when the exchanges were favorable, there was no
demand for ingots, in no way reflected on the practicability or
the desirability of the bullion standard. If the Bank had not with-
drawn its small notes from circulation, there would have been no
demand for coin or ingots. TM The chief virtue of the ingot plan
lay in the fact that at a time when the general return to metallic
currencies was threatening to cause a price deflation, it would
enable England to make her return to the gold standard with a
minimum drain on the world supply of gold. It had the additional
virtue that in times of depression, when there was still confidence
in the paper currency but impaired confidence in the profitability
of investment, the desire for cash liquidity could be met wholly in
notes instead of in bullion, thus avoiding forced deflation by the
Bank of England. It was open to the objection, however, that it
would lessen the stabilizing influence of the pressure brought to
bear on the Bank of England by an increase in acti_re circulation
during periods of credit expansion and of the leeway given to
the Bank to expand credit in times of depression by the decline
in active circulation and the consequent influx of gold to the
Bank.

From February, 18I 9, to August, 1822, the Bank reduced its
circulation of notes under £5 from £7,4oo,ooo to £9oo,ooo, mostly
by substituting gold coin for paper in circulation. This also was
undoubtedly a mistake. In case of internal distrust, it was mostly
the small notes which came back to the Bank for payment in

gold, and these were therefore the part of the paper circulation
which was most dangerous to the maintenance intact of the gold
standard, and conservative opinion in England has a/ways re-
garded notes of small denominations with misgivings. But the
substitution of specie for paper could have been made more grad-

• 'c[. thecommentof "A countrybank¢_ in a letterprintedin JamesWilson,
Capital,currency,aad ramie.a, _S4S,_ at6:

Whenthe ingot planwas put in Imaetice.it became a dead letter, and
for this plain and wholesomer_mn: the Bank of Englandhad by con-
traet_ 0£her h,me_ rah_ thev_dueof her patan"to a par wlth_ _d
the iadaaeed trade beingin oar fa_ wiaafereignee_,;es,, notan oance
of lp:ddw",,.scalled for. Suda, no doubt,would be the aetiolaof the ingot
pian,we_ it now Idopted; a de_ let_ wl_n the _ we_ in our
favor,andan dectual _ of ul_..-yins_ when_ _ _,__al_ m.
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ual without serious risk. Some writers argued, further, that the
gold standard could not be safely operated unless there was a
secondary reserve of gold in the form of circulating coin from
which external drains could be met, x_ but it is doubtful whether
the Bank could ever draw in circulating gold quickly enough
to serve as a means of meeting a severe external drain, and dur-
ing an internal crisis in a country where gold circulates it is
likely to be withdrawn from the banks into private hoards.

Samuel Turner, a director of the Bank of England at the time
of the resumption, attempted to meet Ricardo's charge that the
Bank after I8I 9 had added to the difficulties resulting from re-
sumption by making excessive purchases of bullion by the argu-
ment that the Bank paid for the bullion in bank notes, and that
in the absence of such purchase its owners would have taken the
bullion to the mlnt to have it coined; the Bank's purchases there-
fore merely made the increase in circulation come more promptly
than would have been the case if the holders of bullion had been

obliged to wait until they could get coin in exchange for their
bullion? s But the data in table III make it appear probable that
the bullion would not have come to England at all if the Bank
had not contracted its discounts and withdrawn its small notes,
and that, instead of being exchanged at the Bank for notes, the
bullion imports were used, directly or indirectly, to cancel in-
debtedness to the Bank and as a substitute circulating medium for
notes. The Bank was not a purely passive agent, as its defenders
claimed, but by maintaining its discount rate unchanged,:* by sub-

1' Cf. Erick Bollmann, ,4 letter to Thomas Brand, Esq., on the practicabRity
and propriety of a re_mption of specie pa3_.ents , 1819: "A specie bank, in a
country destitute of a sp.-cie capital, seems to me a glaring misconception,
falling little short of a downright absurdity" (p. M)- "To render the resump-
tion of specie payme_Rs practicable and safe, the country must first be replaced
in the situatlcm in which it was previotady to x797; that is, it must be re-stocked
with specie . . ." (p. 57)- Cf. also, anon., Obser_ation¢ on the reports of the
committees, 1819, pp. 49-5o.

J Samuel Turner, Con.riderations wlnm the acjriculture, commerce, and manu-
Jacture# o] the Briti_ Empire, iSaa, p. 5I. Cf. also, to the same effect, Thomas
Tooke, Historyof l_ices,II (I838), IO8. h an earlier publicatio_h Turner had
argued that there was no way in which the Bank could replenish its then
depleted gold reserves except by purchase of gold at the market price with new
issues of paper, thus further raising the prendum on gold. (Samuel Turner, ,4
letter.., tt_th reJer_ce to the expediem7 o_ t_ returaption of cash paints,

,M.,xmg, p. _)
"Early i. _g_ theBankresistedla_sare from the_a_mmeat to reduce

its discoml rate. Tmme_ denied that the Bank in refusing to lower its discount
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stituting specie for small notes, and by reducing its holdings of
public securities, it was promoting deflation.

The government, however, must share responsibility with the
Bank for any mistakes that were made in connection with the
resumption of cash payments, at least prior to I822. The Bank
had been hostile to resumption in I8x 9, and embarked upon it
only because compelled to do so. The Resumption Act had not
been a government measure, but the government had not opposed
it, and there is probably some basis for Mathias Attwood's
charge _° that the committee hearings of I819 operated, whether
intended to do so or not, to trap the opposition in Parliament to
advocate measures which the government itself wished to have
carried into effect, but for which it was reluctant to assume full
responsibility. The committees and the government itself also
yielded too readily, in spite of their misgivings, 21 to the Bank's
insistence upon a drastic reduction of its floating debt to the Bank,
a measure deflationary in its effect. The substitution of gold coin
for small notes was made necessary by the provision _n the Act
of x816 terminating the Bank's right to issue small notes two
years after resumption of cash payments. _ This provision re-
ceived little or no mention when the Resumption Act was passed,
and it has been suggested that its existence had been forgotten. 2a
But the government was no doubt aware of its existence and in

rate below its traditional level of 5 per cent was promoting deflation. The fact
that the market rate at the time was only 4 per cent proved_, he thought, that
there was no shortage of circulating medium. (Considerations, p. 52.) Ricardo
also held that the Bank was not to be criticized for not lowering its discount
rate. Ricardo apparently thought that open market operations in public secur-
ities were the proper means of regulating the amohmt of the Bank's note circula-
tion. (See infra, I). 258.) The Bank rate of discount, he claimed, should always
be kept equal with the market rate, and he apparently did not believe that a
deviation of the Bank rate from the market rate, or of the Bank of England
rate from that of the Banque de France, could affect the volume of circulation,
the price level, or the international movement of gold. (Protection to agricul-
ture [18_], IVork$, p. 474-) On June 2o, 1822, however, the Bank finally gave
way to parliamentary pressure and lowered its rate to 4 per cent, the first
change in its rate since I773.

Letter to Lord Hamilton, I823, p. 4L
aCf. Hansard, Parliamentary,debates, tst leries, XL (May g4b I819), 687ff.
m This was £emporarily repeated_in -_tSzz,and finally reenacted in i&e6, to Utke

tun eg_ _a
s_.__f. T. J_Tm. tbt.attaly$i$ and _'id_ior_of the ctwrency qum:ttion, 1832, lg 65:

"Its texlstenm had been |orgetten, and ,was as unknown to the Ministers as to
any_aer Ima_ _'hisis 4he_ub, Juterlmemtienof the tmmmctiou.., that can
he_*o it;'
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any case was alone responsible for it, and it was probably also
due in part to pressure from the government that the Bank had
built up its gold reserves by gold purchases even when gold was
still at a premium. 24

Whether Ricardo overestimated the influence on the world

price of gold of the accumulation of bullion after I8x 9 by the
Bank of England it seems impossible to determine. Mathias Att-
wood pointed out that Ricardo was not consistent in his treatment
of inflation and of deflation. In accepting the premium on gold
as an adequate measure of the rise in English prices caused by
the suspension of cash payments, Ricardo in effect denied any
importance to the inflationary influence on world gold prices of
the release of a quantity of gold from English monetary use.
"But if a purchase of bullion on the part of the Bank be capable
of preventing bullion from falling, with an advance in the value
of the currency, it must be equally clear, that a sale of bullion by
the same body can prevent bullion from advancing along with a
depreciation [i.e., in the value] of the currency. ''uS It was Mathias
Attwood's position, not that Ricardo was exaggerating the defla-
tionary influence on prices of the Bank's accumulation of gold,
but that, by virtue of his use of the premium on gold as a measure
of the influence of the Bank's activities on prices, Ricardo had
underestimated both the inflationary influence of suspension and
the deflationary influence of resumption. Other writers main-
tained that, on the contrary, Ricardo was overestimating the
deflationary influence on prices of the Bank's accumulation of
gold, since even at their peak the bullion holdings of the Bank
of England were only an insignificant fraction of the estimated
world stock of gold and silver, and "since much of the gold ac-
quired by the Bank had probably come out of English hoards
rather than from the stocks of other countries. _ But the com-

parison should be between, on the one hand, the English absorp-
tion for monetary purposes of non-hoarded gold, including the
gold which went into English circulation through the agency of

*_Cf. the memorandum of Huskisson to Lord Liverpool, Feb. 4, I819, in
C D. Yonge, The life and admiaistratian of Robert Baaks, second earl of
Liverpool, I868, II, 38z-83.

m letter to Lord Hamilton, xSa& 1_ 36.
wCL Tooke, History of prices, II (I838), t31-43; McCulloch, Historical

sketch o] tk¢ Bank o] Englamt, 183t, pp. _6-a7.
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the Bank, and, on the other hand, not the world's total stocks of
gold and silver, but the world's monetary stoek__sof gold and
silver, but with greater emphasis on gold. The fact that the
greater part of the world was then in fact, if not in law, on a
silver standard basis makes it seem at least plausible that resump-
tion as it was carried out involved a significant absorption of
gold by England.

But whether or not Ricardo did exaggerate the deflationary
effect of the English absorption of gold on world gold prices, he
probably underestimated rather than overestimated the deflationary
influence on English prices of the resumption of cash payments.
In taking I8I 9 for his base year, Ricardo overlooked the prob-
ability that the mere anticipation of early resumption would de-
press prices, and that the fall in the premium on gold and the
decline in prices from I816 to I8I 9 were also therefore to be
regarded as in part at least the consequence of the agitation for
resumption. One writer, George Woods, had pointed out some
time before that prices would not rise in full proportion to the
increase in paper issue, the physical volume of trade remaining
the same, if "speculators . . . invest their capital in bank paper
• . . in anticipation of being ultimately paid in specie or bullion. ''_
For the same reason prices could fall before actual resumption,
the paper issues and the physical volume of trade remaining the
same, if speculators were hoarding paper or dishoarding gold in
anticipation of resumption. But Ricardo, like most of the writers
of the period, paid little or no attention to the effects of specula-
tive factors on the value of paper money in terms of bullion or
of commodities. One writer claimed also that prior to the re-
sumption of cash payments, .mechanical inventions and the subsidy
to labor from the poor rates had operated to keep the money
costs and therefore the prices of export manufactures down and
to increase the total volume of exports, and thus to give a tempo-
rarily high exchange value to the English currency, _s but it is
not clear that these factors ceased to operate, or operated in lesser
degree, after I8x9.

The defenders of the resumption were justified, however, in

_tGeorgeWoods, Ob_g_atlons on the present price of _lliom, z8r_, p. 9.
Cf. also, David Prentice,TlumgM$on the ret_al o] the Ba_ restric6oalaw,
18x_,p. f_

roThornas Paget, A letter.., to David Ricordo . . . on the trwe prbwi_
of e_rtimati_ _t e_ent d t_ latt dtl,re¢_'o_ mtke ¢_reacy, zSa_ p. m.
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denying that it had been responsible for all of the decline in
prices which occurred after 1816, or even after I819, especially
as this decline continued until the I85O'S.29Other countries which
had been on a paper basis with inflated prices during the war
returned to a metallic basis at old parities after its termination
and therefore participated with England in the scramble for bul-
lion, which was not available in sufficient quantities to support the
existing price levels. The long-continued decline in the English
price level after resumption is probably to be accounted for,
moreover, by a failure, for the world as a whole, of the pro-
duction of gold to keep pace with the growth of commerce and
industry. The post-Napoleonic fall in prices appears not to have
been confined to England, but to have been a world-wide phe-
nomenon.

But whether or not the resumption of cash payments was
causally responsible for part or all of the decline in the English
price level, in resuming cash payments at the old par England
was surrendering the means by which that downward trend could
have been checked if not wholly avoided. This argument was at
the basis of much of the criticism of the return to a metallic stand-

ard. Even Ricardo conceded that the Bank had some power to
check a fall in prices, as long as its notes were inconvertible,
which it did not have under a metallic standard, and that this was
an advantage. But it was an advantage offset, according to him,
by the disadvantages of an inconvertible currency, a°

11I. THE ECONOMICEFFECT OF CHANGING PRICE LEVELS

There was general agreement at the time that changes in price
levels resulted in arbitrary and inequitable redistribution of wealth

mC£ Malthus, The meagre of t_lue stated and illustrated, 1823, pp. 67-68:
rise . . . in the value of the currtmy Ms be_ by no means so

comiderable as those are inclined to make it, who would measure it by
the MI of agricultural produce; nor is it so imonsiderable as those imagine
who would measure it solelyby thedifference between paper and gold.But
whether this difference is the whole of what can be fairly attrilmted to the
Bank Restriction and the return to cash pa_ats, or not, it may by no
tnemmbe tim whole changewhich has taken place in the value of the
_,_7, whencomparedwithan objectwhichhasnot e.M_ed.

m'q'be Bank having t_ power to issue paper _ could certainly
mlt_tc _ _.cc resultingfromatsuddenfall [of prices].... When
the Bauk wu umhtd_ they had the powerof arrestingthat reductionIof
_ca]; -,t _v_u-_te caunt_ by _ dimd,mntageL" (Lords Corn-
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and income. There appeared, however, during this period some :
new arguments in support of the doctrine that falling prices had
adverse effects on the volume of wealth and production which :
made them particularly undesirable, and that rising prices might
bring advantages for production and wealth-accumulation to com-
pensate for their inequitable influence on distribution. The general
trend of these arguments was such as to constitute at least a
partial defense of the wartime inflation and to strengthen the
opposition to resumption at the old par. Whether by implication
or expressly, these doctrines gave encouragement to the advocates
of a national paper currency free from the limitations to which
an international metallic currency was subject. To Ricardo these
doctrines were for this as well as for other reasons unpalatable,
and later "orthodox" economists, following in his path, tended to
ignore or to ridicule them. They were, no doubt, carried to
extreme and even absurd lengths. They represent, nevertheless,
a substantial contribution to economic analysis which in later
years had to be rediscovered.

According to Thomas Attwood, it was the lack of uniformity
in a fall in prices which made it injurious :

If prices were to fall suddenly, and generally, and equally, in all
things, and if it was _II understood, that the amount of debts and
obligations were to loll in the same proportion, at the same time, it is
possible that such a fall might take place without arresting consump-
tion and production, and in that case it would ne/ther be injurious
or beneficial in any great degree, but when a fall of this kind takes
place in an obscure and unknown way, first upon one article and
then upon another, without any correspondent fall taking place upon
debts and obligations, it has the effect of destroying all confidence
in property, and all inducements to its production, or to the employ-
ment of laborers in any way. z

A contraction ot the currency, on the other hand, was injurious
because the rigidity of costs prevented it from being followed
immediately by a reduction in pfice_ During the interval con-
sumers, finding themselves possessed of reduced funds, would buy
less physical quantifies of goods. Workmen would thus lose em-
ployment, "until the action of intense misery upon their minds.
and of general distress upon all, shall so far have reduced their

Preb,_rlty Restored, I817, pp. ;_"79. Itai_ in the original.
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monied wages and expenses, as to reduce the price [of their prod-
uct] . . . within the reduced monied means of the capitalist. ''2

Wheatley, abandoning his original views, now argued similarly
that falling prices, unless they resulted from increasing per capita
output, were a burden on farmers and manufacturers because
rent, wages, and taxes would not fall in proportion:

All the distress arises from an inability to make good the con-
tracts, which individuals entered into with each other and the state
when prices were high, and nothing ear, remove the embarrassment,
but altering the contracts, lowering rent, wages, and taxes, according
to the reduction of prices, or raising prices to their former standard
by increasing our currency to its former amount, s

These and other writers argued in like manner that an increase
in the quanti@ of money operates to increase employment and
prosperity. The argument took two forms. In one of them, the
"forced-saving" doctrine now first introduced in England, 4 it is
held that the increase in money results in an increase in com-
modity prices unaccompanied by a corresponding increase in the
prices of the factors. There results a forced saving on the part
of the recipients of the relatively fixed incomes, not in the mone-
tary sense of an increase in the amount of unspent funds, but in

"Thomas Attwood, Observations on currency, population, and pat_p_n,
1818, p. I0.

*John Wheatley, A Letter . . . on the distress of the country, I816, p. i6.
Cf. also: C. C. Western, A letter . . . on the cause of our present embarras-
merit lsic] and distress, and the remedy, in Pamphleteer, XXVII (,826), 228-
229; G. Poulett Scrope, The currency question freed from mystery, x83o, p. 2;
*)_d., On credit.currency, and its superiority to coin, I83O, pp. 20 f_. Malthus
(Principles of political economy, I8_o, pp. 446"47) appears also to attribute the
decline of production resulting from a fall in prices to the lag of wages behind
In'ices and the consequent destruction of the incentive to investment, but his
analysis is much inferior to Thonms Attwood's.

• An elaborate exposition of the doctrine of forced saving is to be found in a
book published in I786 by one of the minor Freach physiocrats, Saint Peravy.
Unlike most of the English writers, Saint Peravy expounds the doctrine in
terms of an expansion of a metallic currency. When an increased amount of
money first enters into the circulation, it raises the prices of products without
immediately raising contract rents, wages, etc. Producers, there/ore, have an
extra profit, which they invest in an increase in production, but the general
ptlblic suffers temporarily a corresponding diminution of real incorae. Saint
Peravy regards the increased investment as a desirable phenomena, but he
asserts that unless other cotmtries experience an equal increase in their stock
of currency, their compet/tion w/ll prevent a rise in prices, which must be equal
in all commies. C-aSv/neau de Saint Peravy, Principes du commerce oppos_ au
trafu:,:'. pattie, _786,pp.8o-83.



x88 Studies in the Theory o[ International Trade

the opposite sense of a decrease in the amount of real consump-
tion while money expenditures are maintained. The increase in
money is retained by entrepreneurs, who invest it in additional
production. In the other form of the argument, commodity prices
do not rise immediately or do not rise in as great proportion as
the increase in money, and the money left over is available for
additional expenditures and consequently for the employment of
additional labor. This form of the doctrine, of course, was not

novel, but goes back to Hume, and even earlier to William Potter
and John Law, 5 and rests on the assumption that there are idle
resources.

The first stages of the development in England of the doctrine
of forced saving have been ably traced by Hayek. e He finds the
first statement in print of the doctrine in the following passage
from Henry Thornton:

It must be also admired that, provided we assume-an excessive
issue of paper to lift up, as it may for a time, the cost [read prices?]
of goods though not the price of labor, some augmentation of stock
will be the consequence; for the laborer, according to this supposi-
tion, may be forced by his necessity to consume fewer articles, though
he may exercise the same industry. But this saving, as well as any
additional one which may arise from a similar defalcation of the
revenue of the unproductive members of the society, WIUbe attended
with a proportionate hardship and injustice.*

Jeremy Bentham had shortly before completed an extended ex-
position of the same doctrine, bat it remained in manuscript form
until published in 1843 as his Manual of political eco,omy, s
According to Bentham, if an increase of money passes in the first
instance into hands whidt employ it "productively," it results in
reduced consumption, because of higher prices, on the part of all
who use their income for "tmproductive expenditure," until the
new money reaches hands which will use it unproduetively. Dur-
ing this interval the reduced comumption of wage earners and

• Cf. m#_,'*,pp.37-38.
'F. A. yon Hay_..k,"A note on t/t* dt_opmmt of tim 6o_L_imof 'forced

saris,'- O_y ioumul o! tcm,, XLVIt (_), _a3-33.
• Papercredit, tSoa,p. _3.
SAn abstract of his foreed-nvir4 _etrim is presmted in Bcatham, T_

mao._ ot r_, xSa_pp.3taq3.
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recipients of fixed incomes results in corresponding additions to
the national stock of capital."

Hayek refers also to reasoning along similar lines by Malthus,
Dugald Stewart, Lauderdale, Torrens, and Ricardo, 1° with the
caution that he would "not be surprised if a closer study of the
literature of the time revealed still more discussions of the prob-
lem." Some important additions can be made to Hayek's citations,
including both further discussions of the problem by the writers
whom he has cited 11and discussions by other writers, and most
notably by Joplin. x*

In the other form of the doctrine that an increase in money
meant an increase in production, it was argued that an increase
in the quantity of money would increase the monetary volume of
purchases mor_ rapidly than it would increase prices, with the
result that there would be a substantial interval during which
the increase of spendable funds would be absorbed by increased
employment in the production of consumers' goods rather than
by increased prices, xs In this form of the doctrine, the increase

*Manual of political economy, in The _vorks of leremy Bentham, John
Bowringed., z843,III, 44ft. Benthamhere surely exaggeratesthe i_tance
of the identityof the handsinto whichthe moneyfirst flows.

mHayek'scitationsare: Malthus,"Depreciationof paper currency,"Edin-
burghrevi_, XVII (t8II), 363 ft.; Stewart,in a memorandumon the Bullion
Reportsent to Lord Lauderdalein x8iI, but first publishedin The collected
worksof Dueald Stez_art,_856,VIII, 44oft. ; Lauderdale,in a letterto Dugald
Stewartwhichis quotedin the precedingreference;Torrens,An essay on the
productionof _vealth,IBex,pp.326 ft. ; Ricardo,High price of b_dlion,appendix
to 4th ed. [zSIi], Works, p. _39,and/b/d., Principleso] politicaleconomy,3d
ed.,Works, 1_I6o.

_tTorrens,Essay on money and paper currency, I8tz, pp. 34 ft. ; Malthus,
reviewof Tooke,O_N_'rterlyrev_o, XXIX (t8_3), a39; Lauderdale,Further
c_rations on the state of the currency, x8x3,pp.96-97; Ricardo,see in[ra,
PP._95ft.

**JohnRooke,A _plement to the remarks on _ r.ature and operationof
money,z8xg,pp. 68.69; Tooke,Cons/dtrat/on$on the _ate of the currency,ud
ed.,_8_ PP-23-24;Joplin,see/n?'_a,pp.zgoft.

_Cf. T. P. Thompson,"On the _ of exchange" Westminster re-
v/ew, I (z8_4), _CO;Henry Bu_rges_A letter to the Right Honorable George
Ca_i_, _ pp.7_82; G. PoulertScrope,On cratit-c_wratcyand its superior-
ity to coin, x83o,p. 3I. Wheattey,in x8o3,had deniedthat an increasein the
quantityof moneycouldbringaboutan increasein product/on"since tHs could
occ_ _ H it took moretime to increaseco_ty _ thanto increase
prodm:fiea,wlficfi was not the case. (Rew_'t_ o_ ¢rr_,'y a_ commerce,
_8o&PP. I9 ft.) The amwer, of course, is that it takes, or may take, more
time fla"_ to increasem_clently to absorb dl of the i_'_ease in the
quant_ of mozey thanfor some i_tse of ln'oduct/onto be in/tiated.
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in money results in increased real consumption, whereas in the
forced-saving form it results in increased investment, but in both
forms it makes possible increased employment.

The contributions of Joplin to the discussion are interesting
because of the way in which, in the midst of much confused
analysis, there appear concise statements anticipating some of :
the "innovations" in both terminology and concepts of present-
day monetary theory. Hayek credits Wicksell with "a contribution
of signal importance" by his rediscovery of Thornton's doctrine
of the effect of the rate of interest, through its influence on the
volume of bank loans, on the volume of money, and his combina-
tion therewith of the doctrine of forced saving resulting from
an increase in the quantity of money. 1. But Joplin has claims of
priority in this respect. Hayek has himself pointed out 15 that
Joplin in I823 and later had ably analyzed the influence of the
rate of interest on the quantity of money. Joplin not only stated
clearly the doctrine of forced saving, but on the "basis of these
two doctrines reached conclusions as to the proper criteria of
currency management which in their essentials seem to anticipate
Hayek's "neutral-money" doctrine.

Joplin stated the forced-saving doctrine in several of his
writings. There follows one such statement:

If a person borrows one thousand pounds of a banker who issues
his own notes, the banker has seldom any means of knowing whether
he has lent him money that has been previously saved or not. He
lends him his notes, and if either he or some other banker should
not have previously had a thousand pounds' worth of notes deposited
with them, he has at once added a thousand pounds to the capital
and a thousand pounds to the currency of the country. To the party
who has borrowed the money, he has given the power of going into
the market and purchasing a thousand pounds' worth of commodi-
ties, but in doing this he raises their price and diminishes the value
of the money in previous cL,_'ulationto the extent of one thousand
pounds, so that he acquires the commodities by depriving those of
them who held the money by which they were represented and to
whom they properly belonged. On the other hand, if a person pays
a thousand pounds into the hands of a banker, and the currency is
contracted to that extent, both one thousand pounds of capital and

*"Prkes amt l_rod_f/oa, x_, 1_ao.
"*t/_d.,pp. *$-,6.
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one thousand pounds of currency are destroyed. The commodities
represented by the money thus saved and cancelled, are thrown on
the market, prices are reduced, and the power of consuming them is
obtained by the holders of the money left in circulation,le

Joplin does not, approve of forced saving. It involves a fraud
on those who were holders of money prior to the increase in its
issue. At first it results in a stimulus to trade such as "in all

probability would more than compensate the holders of the money
in previous circulation for the loss they incurred," but if the
increase of issue continues, definite injury and injustice results. 17
"Legitimately a banker can never lend money which has not been
saved out of income. Money saved represents commodities which
might have been consumed by the party who saves it. Interest is
paid for the use of the commodities and not for the money. ''is
If banks have the power to issue money, the amount of such issue
is determined by the rate of interest which the banks charge on
loans. If forced saving is to be avoided, banks should charge
"the natural rate of interest," which he defines as the rate which
keeps savings and borrowings equal. 1_ Under a purely metallic
currency _a its most perle& state, the quantity of money (and/or
the .scale of value) would be "fixed and unchangeable" and banks
would be able _ lend only what others had saved. But where
banks acquired the Tight to issue paper currency not fully covered
by gold, the quantity of money, "which ought, if possible, to be
as fixed as the stm-/fial, came _todepend upon the credit of bankers
with the public, and the credit of the public with the bankers,
upon the supply of bills, the value of capital, and innumerable
eonti_gene.ies, w_ich ought no _lore to affect the a.mount of cur-
nmcy in _mlafion tl_an _he motions of the sun. '_° To remedy
_s _tmltion be wo_ld __ne the circul_on of paper money to

"*,_ _ of Mr. Joptm'x_iewxm, c_,_nc_, zSJ__p._8. _e_in,_-
pr/nh _ passagefroma letterto the Cow./er of Aug. 23, I_3. He _states
_e do¢_ _n his F_ ms_¢ _b/ec_ .ofcurn_msd._ _ Imp.35 i_.,
ar__ _ai_isF/a_ _ate_rear_, _ _ _, where,_,e_m_ly _lis-

=F"ter _ _¢.mhz_,ctof c'm_,rod _, xSa6,Z_V.,_._. (2£.also
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certificates of deposit of bullion exchangeable for and issued only
in exchange for bullion. _x

Other doctrines were presented during this period which tended !
similarly to lead to the conclusion that the inflation of the war
period had contributed to the augmentation of the national wealth
or the national income. Bentham had argued that if taxation fell
on funds which otherwise would have been spent on consumption,
and if the proceeds of the taxes were not spent unproductively by
the government, the "forced frugality" on the part of the tax-
payers would operate to increase the national wealth, rz Lauder-
dale, to the same effect, argued that the sinking-fund involved a
"forced accumulation of capital . . . annually raised by taxa-
tion," thus "transferring from the hands of the consumers a
portion of their revenues to commissioners, who are bound by
law to employ it as capital, whilst, if it had remained in the hands
to whom it naturally belonged, it would have been expended in
the purchase of consumable commodities." Like Bentham, Lauder-
dale disapproved of this "forced accumulation," but not on the
grounds of equity to which Bentham appe_aled. Lauderdale
claimed that when the government's current expenditures fell be-
low its revenues, there resulted a diminution of "effectual de-

mand" and consequently of production. While the war continued,

ix_rb/d., pp. 63 ft.
The objectima to forced saving which in his own discussions of the phenome-

non Hayek emphasizes so strongly, namdy, that it results in a distortion of the
capital structure of the country and thus in an eventual loss of the added invest-
ment, was not raised in the early literature, although somewhat later James
W_son seems to have in part anticipated Hayek's doctrine to some _¢tent.
(Capital, currency, and bamking, 1847, pp. I47 ft.) ]]tlt the early writers were

dealing with a deflation-depr_sion, marked by unemployed r_-_=_ces and by
underinvestment rather than overinvestment, and under such circumstances there
is no a/w/or/reas_ for expecting the added investment resulting from
savingto prove wastefulin the long run. Thereseemsto underliethecontrary
doctrinethe tacitassr_ion that whBemuchwhlch_ on dr_r_ a boom h
highly irrationalevenfromtheindividualisticpointof view, all that indivlda_
door their own accordduringa depre_-ionis mmsibleand proper.But if rote
ac_e_s insteadwhat _ to be the _r_iently _ _ that _e
behavior ¢I mankind is as likely to be irra_onal during depreuitm m daring
_n_-ity, and that overinvemn_t is the etCstud_ _ el thls
irratkmtlity during the boom aml _ during the delJrem_ then
forcedsavi_ (in _o _ u ehe _-_--- of brk_k_ it abe= dees _t induce
rol=nm7==_r=to r=fn_ tro= imn_me_) is =smuchi=_¢a_t ==a come-
five measure deri_ a det=_a_uas wealdbe ¢=rmcy _.._m, ¢r
=quiraknt,_ _, a=_=_= Im=.

=_mml of _i,'i,.=l _om_, Works,HI, 44.
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he wanted the government to carry on its increased wartime ex-
penditures by borrowing, and without forcing individuals, through
taxation, to decrease their expenditures. *s After the war had
ended, he urged the government to offset the decline in military
expenditures by increased civil expenditures on public works, in
order to restore the demand for labor. **

William Blake similarly argued that increased government ex-
penditures financed by borrowing operated to increase prices,
profits, and production, by bringing into activity capital which if
left in private hands would have remained "dormant," by which
he meant apparently "that it would have been kept either as idle
cash or as idle stocks of goods. He explained the post-war diffi-
culties as due to "the transition from an immense, unremitting,
protracted, effectual demand, for almost every article of consump-
tion, to a comparative cessation of that demand. ''_s

John Rooke believed that spending on consumption contributed
to prosperity whereas savings, apparently even if invested, did
not. He therefore held that the cessation of military expenditures,
twAess offset by deliberate currency inflation, would operate to
cause deflation and depression, especially if these military expend-
itures had beenfinancedby borrowing:

As the funds which had supported them [i.e., soldiers] in a military
capacity, partic*_turlyin England, were partly derived from borrowed
money, the savers who had supplied this money did not become
spenders in the place of government; nor would the war-taxes which
were remitted immediately pass into circulation through the medium
of consumption, the basis of all income? s

mLordLataterdale,Sketch of o pet'_os to the Commo_ HoP_eof Pwrl_ament,
tSaa,pp.$'7. Lauderdalewas afraid of underconsumpfton.Wr'_Augin x798,he
had alread_attackedthe _tklng-hmd on similar grounds.If the government
f,,m,,ced_ militaryexpensesbyborrowingfromt_ BankofEngland,this
res_tedinan_ ofcircularly.Taxesonincometoliquidatetheseloans
retheedthedemandfor bank notesby cuttingdownprivateexpenditures.Since

emoumgem_ to reproductiondependson demand"and "demandcan
be createdby expenditure,"he concludedthat '_u:ulingis the best and

mint prudentmeansof ddraying the extended expensesof modernwarfare."
(.4 letter ms#u__e_ _res ot [m_.ce. ,:n_8,1_ ,8-_ )

"*CA.his "Prote_" Iom.m_ of t/ss Ho_ of _, LII (Dec. zT, xSIO),

,Sa_ t_ 6o_, SS,
•sRsmarks ms N_ mture md o_ of too#o, z8*9,pP. 37-38.CA.also

Pp._g-_: "l_ere is nerea-aay k*r t_t the IN_e _ll trothaveanyi_elimtm
to rove;_ _ dl/geultyis to get me_ to sl_mdmmeccssma'ly."
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In one of his earliest essays, John Stuart Mill denied Blake's

argument that it was the cessation of the government's war ex-
penditures which brought about the depression: L

• . . every argument is [fallacious] which proceeds upon the supposi-
tion that a fund becomes a source of demand by being spent, while
it would not have become so by being saved. A loan is a mere trans-
fer of a portion of capital from the lender to the government : had
it remained with the lender it would have been a constant and peren-
nial source of demand: when taken and spent by the government, it
is a transitory and fugitive one. _

Review of Blake's Observatious, Westminster revieze, II (I824), 39.
This identification of saving with investment by the saver, involving a denial

either of the possibility or of the possible importance of hoarding, was common
among the classical economists. Cf. Ricardo, Notes on Malthus [x82o], p. 23x :
"I know no other way of saving, but saving from unproductive expenditure to
add to productive expenditure"; ibid., p. 245; "Mr. Malthus never appears to
remember that to save is to spend, as surely, as what he exclusively calls
spending." Cf. also "Mr. Owen's plans /or relieving the national distress,"
Edinburgh rez_ie_2,XXXII (I819) , 473: "With the exception of a few insane
misers who hoard their treasures, all persons are desirous of consuming what-
ever wealth they can command, either productively with a view to improch_
their condition, or else unproductively with a view to immediate enjoyment."
(Ricardo believed that Torrens was the author of this article--cL Letters of
Ricardo to . . . Trower, p. roB--but it was more probably written by McCul-
loch). Cf. also John Craig's objection to Landerdale's argument that the post-
war depression was due to a decrease in demand resulting from the cessation
of government spending in excess of its revenue: "... circulating capital is
annually consumed as regularly as income, though by a different set of people;
capital by hired workmen, the produce of whose labor restores it, with a profit,
to its proprietor; income by the proprietor himself, without any kind of repro-
daction, for his own gratification. No new demand therefore arises from chang-
ing capital into income, but merely an aheratio_ of the 1m'sousby whom it is
consumed, together with this material difference, that there is no longer any
new production in consequenceof that consumption." (Remarks on some fisnda-
mental doctri_s in political economy, xS_x, p. zx4.) "... our own profuse
expenditure during the war .... never, in any possible circumstances, am be
the parent of even a temporary semblance of national p_ty." (IBM.,
Ix a_9.)

Malthus attributed the depression, apparently, to an increase in saving ,_m___-
companied by a corresponding increase in investment, and thought that, given
the absence of _t incent/ve for investment under prevailing conditions,
the remedy was to be fotmd in increased private expenditares on emas,amt_ion.
(Prlaciples of political economy, xS,q_o,463 ft.) It seems much more probable,
however, that the anmmat of saving was less--rather than greater--durlng the
depressi_ than during the prosperous war years, but that the decline in ability
to save in the frost-war years was assoehted with an even greater decline in
willingness to invest such savings as were made.

The only member of the Ricardian school I have found who gave any again-
t/on tothe faet that savlag mlgl_t have other tootles than secari_ iatzrest ca
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Mill is here tacitly assuming that the government borrowed
funds which the lenders would otherwise have themselves in-

vested. But Blake had argued that if left in private hands these
funds would have remained "dormant," i.e., would have been
kept either as idle hoards of cash or as idle stocks of commodi-
ties. He could even more effectively have argued that the funds
borrowed by the government were in large part created by the
banks for the purpose of being lent to the government and there-
fore might not have existed at all in the absence of the govern-
ment borrowings, us Mill also objected that Blake's contention that
there could be oversaving rested on the reasoning that although
the savers were the only persons who could purchase the (net ?)
products of their investment, men saved because they did not wish
to consume. Mill replied, that on the contrary, men saved because
they wished to consume more than they saved. _ Mill is here
once more clearly identifying saving with investment. He over-
looks the possibility that men may save without investing because
for the time being they wish neither to consume nor to invest,
but merely to preserve their capital resources without risk of loss
through unprofitable investment, and that this is especially likely
to be the ease when prices are falling rapidly and no investment
seems profitable or secure? °

It is not surprising that Ricardo, with his loyalty to the metallic
s_ndard and his temperamental reluctance to explore the short-
run and intermediate phases of economic process, also did not
take kindly to these doctrines? t His references to them are few,

current investment, and who showed some recognition that the "transmutation
of savings into capital" was not an automatic and certain process was William
Ellis.--"Employment of machinery," Westmin_er remew, V ( I826), to6 ft.

mCf. John Ashton Yates, Essays on curremcy and circulation, I827, p. 28:
"... the bankers who issue the paper not only lend the real capitals which are
depositedwith them, butthey lendtheirown credit...."

mMill Westminsterreview,II (18a4), 43.
ssCf. ThomasAttwood,d letter.., on the creationo] monty, t8xT,p. x3:
"The ctmtmtoAveacti_ then [i._, x8w] commenced,and ever since then,

the presentImriod,in a greateror less degree,there has been a greater
re_mrdin indolencethan in industry,therehasbeena greaterprofitin locking
up moneyin a ebb-t,thaain anypossibleway in which hunmnknowledge,care,
andindtmtrycould haveemployedit." Cf. also C C Wester_ A/etter... on
#ke m_ of our preterit _t [sic] and dlarea_, in Pamptdeteer,
XXVII (_$_S), m_-m

mRicardoappearsm have seen, and takenissue with, Beutham'sMa,sualof
_ ecommsy hefore it _ the print_l stagt. Cf. the stammem of the
I)m: de Ba-oglie to Sen_;__: "I remember a emavcr_a at Coppet, which lasted
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and tend to be obscurantist in nature. As in other cases, he alter-

nated between outright denial of their validity, on the one hand,
and qualified admission of their correctness for the short run but
with minimization of their importance, on the other hand.

To Malthus's argument, that an increase in the quantity of
money would operate to transfer purchasing power from those
with fixed money incomes, an "idle and unproductive class," to
farmers, manufacturers, and merchants, and would thus result in
an increase of capital, Ricardo replied that an increase of prices
resulting from such increase of money, by reducing real fixed
incomes, might reduce the savings of those receiving such incomes
to an equal degree instead of reducing their consumption, aS

In answer to questions put to him by the Lords Committee in
I819, Ricardo dealt further with the question of forced saving.
He denied that bank credit created capital:

Credit, I think, is the means which is alternately transferred from
one to another, to make use of capital actually existing; it does not
create capital; it determines only by whom that capital should be
employed . . . Capital can only be acquired by saving,sa

Asked what in his opinion was the difference between "a stim-
ulus . . . by fictitious capital _ arising from an overabundance of

for one or two days, betweenRicardo and Dumoht, as to Bent_m's political
economy.Dumontproducedmanymanuscriptsof ]k,ntham's'on that subject.
There were few of his doctrinesto which Ricardodid not object,and, as it
seemedto n-_ victoriously."(N. W. Senior, Co_ations with M. Thier$,
x878,II, x_.)

mH/gb _c¢ of bsd//oa,appendixto 4th ed. [ISxx], Works, p. _9- Cf. also,
ibid., Notes on Maltlm_ [ISao], pp._x_X6. To the extent that this occurred,
there wouldbe no net increasein investmentas the resultof currencyexpan-
sion. This _t., however,couldscarcelybe appliedto wage _-_ners,who
could be assumed to spend the bulk of tl_r ¢arnlngswhatever their level
might be_

" LordsCommittee,Re/a_rt,xSx9,PP.x9a-g&
"The fast Earl of Liverpoolhad apCHedthis term merely to fg,aify paper

me_.y in his Trea_/_ on the co/_ of _her_m [_8os], z88oreprint,g aSS,
and Huskissonhad quotedhim in _is sense,substituting"hctltious,"boweve_,
for"f_itions," in zSn. (Hamard, Par//amea/a_ debate_,xst_ XIX. 73L)
B_ Lauderdahhad reed the _'m in his l,ma- to Dasald $t_,_a't in zS_z,and
again in his _ cossidevm'/o_os tht _ ot _ cm'r_, xSz& with
rebmmc¢ to tim l_xmmamoad forc_ uriC: '*'It hu been argta_ and
hitherto the feud_ "_,_has remaiaedhe,_,,-_o_em_X,that _ eamc.s d
_0duees its iaierlem e_ eathe ezduS¢ with _ oneatries _ad in
inereaaiagthe valueot _ act hy iet ol_atm d ¢it_lating medium,
im by _ a am d Sa/tiem _" (Pan_,. _. _ _S.)
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paper in circulation, and that which results from the regular
operation of real capital employed in production," he merely
replied :

I believe that on this subject I differ from most other people.
I do not think that any stimulus is given to productionby the use
of fictitiouscapital, as it is called.

He conceded that an increase in paper money circulation, by
changing the proportions in which the national income is divided
in favor of the saving classes, "may facilitate the accumulation of
capital in the hands of the capitalist; he having increased profits,
while the laborerhas diminished wages." This is not an acceptance
of the forced-saving doctrine, for the increase of investment is
held to result indirectly and voluntarily from the redistribution
of real income from a non-saving to a saving group, rather than
directly and involuntarily from the rise in the consumer's cost of
living. Ricardo, moreover, added that '_ais may sometimes hap-
pen, but I think seldom does.''u

Although Ricardoconcededthata sharp fall in prices was a
seriousevil, the only undesirableconsequenceof such a fall which
he emphasized was the arbitrary redistribution of wealth which
resulted therefrom._ He admitted also that economicdepression
was likely to follow the end of war, but he attributed it to a rela-
tive shift in the demands for particular commodities, to which
the capital equipment of the country had not yet had time to
adjust itself._ Ricardo's position on these questions was closely
related to his acceptance of the James Mill-J. B. Say doctrine
that production, if properly directed, created the demand for its
product, and that a general inst_ciency of demand to absorb all
of the Imsm'bleoutput of industry was impossible. This doctrine
leads naturally to a denial that a fall in prices would operate to

SiamLndenlah wasa amnberof theLords_oi xSx_hemayhave
be_flwpenon_o pm the_ _ ]_arda.

"¢X _ha bel_ +4_, _ p. tS: "_al.sr llr. Wlamtley.=,+
Mr.llkardo,atom,m,to havehadamy_ el theelte_ Wedumxletm
_hlk we_h _ ,a exs=mJ_,,or a _ _." Wheat_', later
wrltiaDearn lave teea e_m_ to Reo_

*'_ P_aci_ _ _ echo _ e¢, W_, tz _6_ llalthm
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restrict production or a rise in prices to increase it. It rests on
concepts of "supply" and "demand" too physical and an implicit
assumption of price and money-cost flexibility too unrealistic to
serve adequately the purposes of analysis of short-run disturb-
antes in a monetary economy. If "shpply" and "demand" are
interpreted, as they should be, not as simply quantities of com-
modities but, in the modem manner, as schedules of quantities
which would be produced or purchased, respectively, at specified
schedules of prices, it becomes easy to see that if money costs are
inflexible the schedules of demand prices may fall more rapidly
than the schedules of supply prices, with a consequent reduction,
not only in prices, but arso in volume of sales, in output, in
employment, in willingness of capitalists to invest, and in willing-
ness of bankers to lend even if there were would-be borrowers.

Malthus was convinced that there was something wrong in the
James Mill doctrine, including its Ricardian version. He failed,
however, ever satisfactorily to expose the fallacy which underlay
it, because he was himself insufficiently emancipated from the
purely physical interpretation of "supply" and "demand." In the
following passage, confused though it is, it appears to me that he
comes nearest to exposing this fallacy successfully:

The fallacy of Mr. Mill's argument depends entirely upon the
effect of quantity on price and value. Mr. Mill says that the supply
and demand of every individual are of necessity equal. But as supply
is always estimated by quantity, and demand only by price and
value; and as increase of q,m_y often diminishes price and value,
it follows, according to all just theory, that so far from being always
equal, they must of necessity be often very unequal, as we find by
_ence. If it be mid that r_ckoning both the demand and supply
of _mmod_ by vahae, they wilt then be equal; this may be allowed;
Imt it is olnious that they may then both greatly fall in value com-
pared _ith nmaey and labor; and the _ll and Ixmrer of ea#t_li-_ts
to set industry in motion, which is tbe most gemral and _nt
of all 14,,ds of demand, may be de.leVy diminished at the verj
tm_ that theq_atay d _ ho,m_ ,,_n _ each
tm, t may he to the otim,, is d_ledly increased._

tt w_s not _hlthm_ last the two Aii,.omK amt _



i The BuUionist Controversies: 11. The Deflation Pb_e t99Thomas Attwood, who first explained in reasonably satisfactory
fashion the dependence of the "demand and supply" of price
theory on the state of the currency:

• . . while it is certain that a reduction of the quantity of money in
circulation necessarily occasions a reduction in the monied prices of
all commodities; it is of equal necessity, that the price of no com-
modity whatever can decline, without some alteration in its relative
proportion of supply and demand. The manner, therefore, in which
a lessened quantity of money reduces monied prices, is by operating
on those ulterior principles by which supply and demand are them-
selves governed. A scarcity of money makes an abundance of goods.
Increase the quantity of money, and goods become scarce. The rela-
tive proportidn between money and commodities can never alter with-
out producing these appearances. Mr. Tooke, and Mr. Ricardo, will
find in this obvious principle an exposition of many of the difficulties
and inconsistenc/es in which they have involved the subject. '°

Money is as necessary to constitute price, as commodities : increase
the supply of money, and you increase the demand for commodities;
diminish the supply of money, and you diminish the demand for
commodities. The supply of commodities is the demand for money,
and the supply of money is the demand for commodities. The prices
of commodities, therefore, depend quite as much upon the "propor-
tion" between the supply of, and demand for, money, as they do
upon the "proportion" between the supply of, and demand for, corn-
modifies. This is a truth which Sir Henry Parnell has altogether
overlooked, and his neglect in this respect has led him into a labyrinth
of errors. He has considered the supply of, and demand for, corn-
modifies as acted upon by some obscure, tmcontrollable, and capri-
cio¢_ principles, having no reference to the state of the cmcem'y, and
none to the legishtive enactments, which, at one period, have intro-
duced cheap money and high priee_s, and, when enormous monied
olgigations have been contracted in such cheap moaey, have then,
at another period, introduced dear money and low prices, and have

g-mmm/¢/mm_, XI.V (_S), zaS: "A _ _ were to tressbefore
ttmmwoald be a_om to read with t-am a _adow al _ii_v a_lunder-
smmdi_ his Imana_ and _ auad_ _m the great Ricardo. So

namehas lama i_ I_ his Pr/ac/p/e of Pop_an'oa, and the
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thus strangled the industry of the country by compelling it to dis-
charge monied obligations which its monied prices will not redeem. 41

Iv. RICARDO'S POSITION ON THE GOLD STANDARD

Although Ricardo believed that stability of its purchasing
power was the criterion for an ideal standard of value, the effect
of the suspension of cash payments on the purchasing power of
the pound received no emphasis in his appraisal of the conse-
quences of the suspension. In the first place, he thought the meas-

urement of general purchasing power impossible. I Secondly, he
attached great importance, on ethical grounds, to the maintenance
of contractual obligations, and regarded it as vital that creditors
should be enabled to collect, upon the maturity of their claims,

the amount of gold specified by or contemplated by the con-
tractors. He regarded it as unjust to withhold from "a creditor
the benefit of any rise in the purchasing power of his monetary
claim as long as he was obliged to assume the risk of any fall in
its purchasing power, a

"Thomas Attwood, The Scotch banker, 2d ed., I83_, PP. 7o-7I. (Except for
a different titte-lmge, the second edition is identical with the first edhion of
xSzS.) Cf. also ibid., .d letter.. , on the ereatios o[ mamey, 18x7, PP- x8 ff.,
where he incidentally makes the modern distinction between transactiaa _elocity
and income velocity of money, estimating rougldy the former at 5o and the
latter at 4 per annum. For a sympathetic account of Thomas Attwood's doc-
trines, see 1L (3. Hawtrey, Trade and credit, 19_8, PP. 65-7L

_Cf. Proposals [or a_ economical and secwre currency [I8x6], Wor/_, p. ,4oo.
sCf. Reply to Mr. Boxamq_t's observatiov_¢ [xSxx], World, ix 326; Pro-

posals [or a:t economical and secure currency [1816], Works, p. 403.
To the argument that departure from the metallic standard involved injustice

to bondholders, Thomas Attwond later replied that when bondholderslent their
money, they knew that their debts were in terms of lmunds sterling, whose
metallic content had been altered in the past and was lialde to alteration in
the future. If they wanted to make certain that they would be relnid the utme
amount of bullion as they had lent, they should have stipulated "in a special
em_ract, that tbelf debts and dividends should be paid in so many _ of
silver or of gold, and net in the variable medium of the pound stealing. They
mver thonght of ,ae.h a contract as this, bm were tmteat to advance e_r
money in the mint way, taki_ a larse interest, a_l geaen_ a hrze
as a comi&watiee for the deVaz/atlon of money whkh et_eymterally saw was

x78-y_.) This is. o/c_-r., _ r,n_m_. Tha_ _ _h _lati_ms
in contrac_ _ d_ _ to a consdo_ _ of ri_ of ad_erati_ _ the
m_lard, b_ t_ the aimmm__ n_mitlm _lm tTmerew_ _ ri_ _ _ am

t_m, akin _o _e amkm "k_d dam_" kad hem at katt mmslma_ _
dined _mo_auac_
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It is a mistake to suppose, however, that Ricardo assumed or
believed that gold always maintained a constant purchasing power,
and that a premium on gold over paper always meant that paper
had fallen in value and never meant that gold had risen in value,
views frequently attributed to him by anti-bullionists and appar-
ently ascribed to him by Silberling in the following passage:
"Ricardo assumed that gold was still effective as a legal standard
and could never itself rise in price in terms of paper. It was
always paper that fell, not gold . . . that rose. ''s Ricardo never
denied that it was possible for the value of gold to fluctuate, and
claimed for it only that it was more stable in value than any
other commodity:

A measure of value should itself be invariable ; but this is not the
case with either gold or silver, they being subject to fluctuations as
well as other commodities. Experience has indeed taught us, that
though the variations in the value of gold and silver may be con-
siderable, on a comparison of distant periods, yet, for short spaces
of time, their value is tolerably fixed. It is this property, among
other excellencies, which fits them better than any other commodity
for the uses of money?

Ricardo complained, in fact, that while all his argument rested
on the fluctuations in the price of gold, his opponents insisted on
raising objections based on the fluctuations in its va/_. Although
he was justifiably skeptical of it, he did not deny that an increase
in the value of gold had occurred during the war; he claimed
only that it was irrelevant to the question of whether deprecia-
tion of the paper currency had occurre_L_

The violent currency and price fluctuations which followed the
termination of hostilities led Ricardo later to admit that gold and
silver were more variable in their value even in short periods of
time than had generally been recognized. He still insisted, how-
ever, that the variations in the value of gold were irrelevant to

""Final'3 andmonetarypoficy,"Owartevtyio_sl ot econow_s,XXXVIII,
4a4.

• I-F_kprice ot bdtlo_, Works, p. _o, note,
"Cf. Ricardo to Homer, Feb. S, r&o, Misor _l_ers o_ cur_y, p. 4o;

Ricardoto McCulloch,MarchaS, xSm3,l._ters of Ricardo to McCulloch,p.
146.Rieardothoughtthat "whetherin paint of fact gold reallyrose or paper
really fell, there iS no cri_rlon by whichthis can pm_edy be ueermin_"
(/b/d.) CL also _d, Par/_ d,cb_.t', new _ VII (June _,
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the bullionist case, and that in spite of these variations gold and
silver still provided the most stable standard of value available. 6
It was apparently Ricardo's position that since gold and silver
were in general more stable in value than an inconvertible paper
currency would be, in case of departure from a metallic standard
the paper currency should ordinarily be so regulated as to give to
it the value which a metallic currency would have had under like
circumstances, even if this should occasionally result in a greater
instability of the value of the currency than would have prevailed
if the paper currency had not been so regulated.

Malthus, in the same spirit, maintained that even if gold had
risen in its world value during the Restriction, as some critics of
the Bullion Report had claimed, it would nevertheless be desirable
to restore the paper currency to parity with gold. ¢ Although suffi-
ciently loyal to the metallic standard, John Stuart Mill refused to
go so far, though his refusal, given his denial that the circum-
stances which would justify this heresy had ever existed, was
rather academic :

• . . Mr. Blake is of opinion, that instead of causinga variation,

• "This admission only proves that gold and silver are not so good a standard
as they have been hitherto supposed,---that they are themselves subject to
greater variations than it is desirable a standard should be subject to. They
are, however,the best withwhichwe are acquainted."(proposals ]or an eco-
nomicaland securecurrency [x8x6],Works, p. 402.)

"The bullionists,and I amongthe number,consideredgold and s_ver as less
variablecommoditiesthan they really are, and the effectof war on the prices
of these metalswere [sic] certainlyvery muchunderratedby them. The fall
in the priceof bullionon the peace in x8t4,and its rise again on the renewal
of the war on Bonaparte'sentry into Paris are remarkablefacts, and should
troverbeneglectedin any futurediscussionon this subject.But grantingall this
it doesnot affect the theory of the bullionists."Ricardoto Trower, Dec.
I815, Letters Of Dafytd R_ardo to nutc_tes Trower and others, I899, p. I2.
Cf. similarly, Francis Homer, in a speech in the House of Commons on May I,
I8X6 (Hansard, ParliamerJary debates, xst series, XXXIV, t45) : "The opinions
which he had formerly givea had reb_ved a strong and mmmpect_ confirmation
by late events; but he had already modified the opinion which he l'ad formerly
given as to the price of gold. When by the deprectatimt of the cti_ency, gold
was permanently separated from paper, it was subject to all the variations in

of anyotherarticleof merchandise."
'"Review of the _ renect_ the hi# prk-eof tmmon,"E&_b_r#

redew, XVIII O810, 45I. C£ Sslb._mceo'/two#,eect_$ of Henry Thornton,
F_. _Sxt,p. 72: "it was mid fl--msold itself had rlsen; buteven if it i_d,
gold being the stmdard, we were boundto bold to it; we had hekt to it in
tt_ t_es-al fall, and we ot_at to abideby it in _ tremr_ riseal_-
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it [the Bank Restriction] prevented that which would necessarily
have taken place, if the currency had continued on a level with its
nominal standard. We ourselves, if we could believe the Bank Re-
striction to have had this effect, should be among the warmest of its
defenders and supporters?

v. REFOkM WITHOUT DEPARTURE FROM THE METALLIC
STANDARD

The currency difficulties of the period, and especially the vio-
lent fluctuations after x8I 5 in the premium on gold, in commodity
prices, and in business conditions, gave rise to a number of pro-
posals for reform of the currency, with greater stability of its
value as the objective. We will deal first with those proposals
which involved a restoration and maintenance of a metallic stand-

ard of some sort, and then with those more radical proposals which
involved the complete abandonment of a metallic standard and
the substitution of a stabilized paper standard.

From at least I8o 9 on, proposals had been made that further
depredation of the currency should be checked, and at the same
time a disastrous fall in prices avoided, by returning to the gold
standard at the then prevailing price of gold in terms of paper,
instead of at the old par. The Bullion Committee held that devalu-
ation would be a "'breach of public faith and dereliction of a
primary duty of Government, ''x while Husldsson characterized it

as "a stale and wretched expedient."* Ricardo, writing in Sep-
tember, I8o9, when, it should be noted, a marked depreciation
had been prevailing for less than a year, not only termed devalu-
ation "a shocking injustice," but for some reason which he does
not make dear, claimed that it would not remove the premium

"Review of Blake's Ob_rvmqo_, x823, W¢$tmi_rter review, II (18u4), 47.
Blake, in 18_I, had recanted some of his previously published views, and now
claimed that it had been gold which had risen in value, and not paper which
had fiflle_ ( Ob_ on the eHects produced by the expc_iture of Oovern-
_, xSa_ PP. xT, 70.) As Mafl_ Auwood pointedom (Letter to Lord
Hamilton,xSa&pp.68-69), Blake w-_ _ conf_ Blakeimi_ed that
gold I_d risen in vahte and that pa_er had not fallen, att_ he conceded
tim there luK!beeaa f_e in commeditypri_ in ter_ of pzper,and thattt_
fiaewat _ thanthe ri_ oi gold ln t_ of paper.

a BullloJ l_e_ort, p. 7_

t _ The qsettlot6 com¢_ tJ_¢deprtc_tio_ tr] w _ stated,
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on gold over paper and would result in a further rise in com-
modity prices, a

Devaluation was not without its advocates in i819, but they
failed to receive a sympathetic hearing in influential circles. There
was considerable impatience at the failure of the goverttment to
redeem the pledge which it had repeatedly given from I814 on
that resumption would be carried out at the old par as soon as
practicable; and the decrease of the premium on bullion in I8X9
to a point where the paper currency was almost at a par with
gold, and the widespread feeling that the resumption of cash pay-
ments at anything less than the mint par would serve still further
to increase the reputedly excessive profits of the Bank of Eng-
land, also operated strongly to prevent devaluation from becoming
a practical issue at the critical moment when policy was to be
decided. Ricardo was therefore in accord with parliamentary senti-
ment in giving little or no consideration to the desirability of
resumption of cash payments at a higher mint price for gold than
the old par. In his testimony before the Parliamentary Commit-
tees of xSI 9 Ricardo still advocated resumption at par, with no
reference to devaluation that I have been able to find. 4 But in a

speech in Parliament in I82O, Ricardo stated that if the premium
on gold had not fallen to 5 per cent while the I819 Committees
were sitting, he would have favored an alteration of the standard
in preference to a return to cash payments at the old standard, s
and he latermade similarstaternents,s

By Silberling and Angell, this is taken as evidence of a revo-

'"The hint httrowaout of alteringthe mintprice to the marketprice of gold,
or, in otherwords,declaringthat$I.17s.Io56d.incoin,shall passfor4 I.
13 s., besidesits shoddag injusticewould only aggravatethe evil of which I
complain.Thisvio._ntremedywouldraisethe marketpriceof sold _o percent
abovethe new mint price,and wouldfurtherlower the valueof banknotes in
thesameproportion"Three leUrt, os the l_ke of gold [t8o9], J. H. Hollamkr,
ed., x9o3,p. x&

' Cf. however, S,aberllag,"Fimmi_ and monetarypolicy,"/oc, dr., p, 437;
Aag,ell, Theery of/__ _ln,/c_e,IX9, note.

"'At the time when that discussiontook place, he certainly would rather
ha_ebeeninclinedtoImvealteredthestandardtlmntohaverecurredtothe
actmmdm_ Butwhitethe_ wassitting,a reductiontookplacein
the_ Ms,old,whichfell to4 L • L andit thenbecamea questionwhether
we should s,_,_ a Sreat _ in _ anew standard,or incur
a small desree of embammmmt and _ _ recurri_ to the akL"Han-
urd, Pm_,tn,_v ACaa, md_ I (M_ _ tam), xgt.

"RicaniotoWimm_, Sept.zS,r_n, in _ M _ Ric_o to Hw_c_es
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lntion in Ricardo's views, corresponding to a change in his per-
sonal economic status from that of presumably a large holder of
fixed-income securities to that of a landed proprietor. But
Ricardo's will shows that he still had very large holdings of secu-
rities at his death, and the apparent change in his views can be
explained in a much more creditable--and credible---way. When
he attacked devaluation in I8o9, the pronounced depreciation in
the currency had prevailed only for a few months. By x8I 9 it had
prevailed for some ten years, and many of the existing contracts
had been entered into on the basis of such depreciation. What
would be glaring injustice in the one situation might well be
defended as the closest approach to justice available in the other
situation. 7

During the period of rising prices, the bullionists, Rieardo in-
duded, had always explained the mode of operation of a metallic
standard as if, under given conditions in the world at large, it
dictated to a country adhering to it a specific quantity of currency
and a specific range of commodity prices. After x8I 5, however,
Ricardo made it clear that he regarded the gold standard as not
absolutely inflexible, but as permitting for short intervals of time
some degree of latitude with respect to the quantity of currency
and the level of prices which could be maintained under it. His
charge that the Bank had so managed resumption as to bring
about a greater contraction of the currency and a sharper fall in
prices than was necessary would be unintelligible if he did not
hold such views? In I816 he proposed a remedy for the periodic

' Cf. Rieardo,in the House of Commons,June xa, tSa2 (Hansard,Parlia-
mentary debates,ad series, VII, 946, italicsnot in original) :

If, in the year t819,the valueof the currencyhad stoodat t4 s. for the
poundnote, whichwas the case in the year I8z3, he shouldhavethought
that upona balanceof all the advantagesand disadvantagesof the ease, it
wouldhavebeenas well to fix the cut,crecyat the then value, according
to whichmoKtof the eMJttingcontractshad beenmade ...

*C£ H_sard, Parliam_ary debates, xl series, VII (June x_, I822), 939
(Ricardospeaking):

His ho_ friendhad,said, that whilst the Bank was obligedto pay its
notes iu gold, the pulflichad no interestin interferingwiththe Bankre-
spectingthe amountof the papercirculation,tor if it were too low, the
deficiencywouldbe suppliedby the importationof gold, andif it were too
high,it wouldbe reducedby theex_ of _ for gold.In this opinion
he did notentirelyconcur,becmu_theremighthe sunintervalduringwhich
tbe countrymight sustain_.at inconveniencefrom an _ reductiond
the Bank¢;.r,r_t-_
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scarcities in currency which occurred prior to the dates of pay-
ment by the gow,eLmimnt of 1abequart_Iy dividends on the public
debt.s He thought _hat the rigid rtiles for granting loans followed
by the directors of the Bank made com_mercial discounts unsuit-
able as an instrument for the regulation of the volume of cur-
rency, _nfl fhe_efore recommended that the managers of the
currency should engage ,in open-market operations when ,expan-
sion or contraction of the currency was desir_ible,x°

Walter Hall argued that if _here were a return to the gold
standmrd--.#high he vigorously opposed--the Bank of England
should maintain generous specie reserves, so that it would not be
necessary for it to make its note issue fluctuate in exact corre-
spondence _with s/_cie mov_mems. 1_r_henev_r an unfavorable bal-
ance of 1)aymeras q_currefl which was due to teml_rary _[actors,
the Bank should permit gold to flow om without ,_omracting its
issues? a

John Rooke, although an a6vomae of _more thoroughgoing cur-
rency ,stabilization than _vas po_ible ,on a fixed momi_ basis, TM

insisted that there were limited possiMlities o£ ,pr&e 'stabilization
even on a fixed metallic basis :

A _ _ _f actual _mm wonkl, _her_e, seem to m _at
the justice,_d _pml_iet_ _f angmenting .the cir_lating mx_dinm_tmn
prices _ a tendency .to "hill,and of diminishing it when they have
a tendency to r_se. Thex.e is al_ays a _Iirectmode of aming at lnmd.
A greater mrleas mnmmt of _tmnk_ may always be {orced Qtttof
or into ,dr_alation, as occasion may xe_a/te, and to a giv_a extent;
without causing the price oTgold to vary. t_ evidem_,does mot iatlow
at all times, _d_t-_tz intazase.off lmtk _st_r _ill octasion a _im ia the
market ame o_ gold, _/nce fmtt depends _ the ch,__,,_mnee,
whether _he ¢imulafion M the _er money _e arr_d _o its gtmmm
possible _tettt, w,lfir_ ,i_ _ _ _e. "_

Torrens also d_fim_ _ t_e gokl _ _
scope _er _ ol the q_ of the _m'_mey, _
limits of the _ _ If d nam-. _ made to the
standar_ _ _mM be _ fl_t _te r_n_e _z_w_cen _,e _l
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points should not be too small. He therefore urged the retention
of the laws against the melting and export of coin, as operating
to raise the gold export point. For the same reason, he opposed
Ricardo's plan of substituting ingots of bullion for gold coin.
Coin was a "less eligible article of export" than bullion, and
therefore would not reflect as closely as bullion the fluctuations in
the foreign balance of payments, a4

In I812 Torrens had advocated raising the tariff as a means of
making resumption of cash payments possible without resulting
in a fall in the English price level. He conceded that this would
involve a loss of the advantages of the "territorial division of
employment," but he maintained that the evil of a fall in prices
was greater than the benefit from foreign trade. 1_Another writer
made a similar proposal in I818:

A more rapid method however of increasing the price of com-
modities, may be found in the adoption of a paper currency; which,
if aided by uniform duties on importation, will not entirely drive
out of circulation the precious metals. By this means they may be
kept at par with the paper, so long as the amount of paper issued
does not exceed its due proportion to the rate of the import duties.16

In I8I 9 the Bank of England urged that if it were to be
required to make gold payments, it should not be at a fixed rate,
but at the market price of gold in paper, whatever that might be
when its notes were being presented for payment in gold. x*
Ricardo pointed out the obvious flaw in this proposal : The Bank,
by regulating its issue of paper, could determine the'price of
gold in paper, and therefore would not be subject to any real

_,4 comparative eaimate of the e_ects which a continuance and a removal
of the restrictimJ upon cash payments are rfspectively calculated to produce,
1819,pp.36ft.

An e_y on moneysmt papercurrency,I8t2, pp.56if-, 295.
_Anthony Dunlop, "Sketches on political economy," Pamphleteer, gI (I818),

426
In responseto a quest/onsent to the Bankby the x8t9 LordsCommittee,

the directors replied: "The aft_inment of bullioo by lmrdmse in the market at
_¢3-17s. 6d. is, in the estimation of the Court, so uncertain, that the Directors, in
duty to their Proprietors,do not feel themselvescompetentto engageto issue
bullionat the priceof _& tTS.to_d,; butthe Courtbeg leaveto suggest,as an
alternative,the expediencyof its furnishingbullionof a fixed weight to the
extentstated,at the marketprice,astakenmlthe preced_ fore_,-npostday, in
exchangefor its notes; provideda reasonabletime be allowed for the Bank
to Wetmreitself to trythe effectof sucha measure."LordsComndttee,Report,
x8x9, appendix a.8, p. 314.
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limitation on its note issue. 18Only slightly less naive was George
Booth's proposal, z9 He advocated a paper standard currency. He
vaguely suggested that a paper currency must de natura retain a
constant general purchasing power, but gave no hint as to what
he would do if the purchasing power of the paper currency should
in fact fluctuate. But because of the liability to forgery of paper
money of small denominations, he would retain gold and silver
ooinage. The standard would be the paper money, of which £I
would equal 20 silver shillings. The quantity of silver in a silver
shilling would be made to vary with the market price of silver
in paper money, so as to maintain parity of value between a paper
pound and the quantity of silver in 20 silver shillings. The exist-
ing gold guineas were to be retained unaltered in their metallic
content, but the number of shillings, paper or silver, which the
guinea was to represent was to be varied according to the market
price of gold in shillings. Booth failed to specify, however, any
criterion for regulating the quantity of paper shillings in order
to maintain stability of their purchasing power.

John Rooke, in I824, made a somewhat similar proposal, which
was not guilty, however, of the crucial omission in Booth's scheme
of any plan for the regulation of the paper money issues) ° Rooke
advocated a convertible paper currency so regulated in its amount
as to have stable purchasing power. He proposed that, as the
purchasing power of the paper currency increased, _he amount of
paper money should be increased, and vice versa. The market price
of gold in paper should be permitted to fluctuate freely, but con-
vertibility of the paper currency should be maintained by changing
the value in shillings or the denominations of the gold coins when-
ever necessary. The paper money would thus have a constant
purchasing power, but the gold coins would have a variable value
both in shillings and in general purchasing power. Rooke pre-
ferred, as the criterion for stabilization of the purchasing power

of the currency, the "annual price of farm labor" to the price of
any other commodity or set of commodities, because it has few
or no short-term fluctuations. But he conceded that "the prices of

" O_ two.trios, to a_iculture [zSa_], Works, 1_4_
**GeorgeBooth,Observztio_ron pater currency,zSz$,pp. a2ff., 36ff.
man imTairyinto the principleso_national_oealth,18a4,pp. 2z6-T7,:_6-_,,

¢$off. Irving F_her has _owledged Rook¢ ,s an _tieizu_ of his owa
"compensateddollar"_*_n=
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other things might be taken into account as well as labor, if doing
so would give more exactness to the exchangeable value of the
currency. ''*t

Henry James, in 1818, advocated continuance of the Bank Re-
striction in order to avoid deflation. _2 In 182o he recommended

stabilization of the purchasing power of the currency in terms of
wheat and agricultural labor, but did not make any concrete sug-
gestions as to the method of stabilization. _

Joplin was in general a strong adherent of a metallic standard
currency, but he nevertheless recommended that gold payments
should be stopped temporarily during periods of crop shortages,
if otherwise the external drains of gold would result in sharp
declines in prices.**

VI. PAPER STANDARDCURRENCIES

All of the proposals described above provided for the continu-
ance in some degree of a metallic basis for the currency. But
advocates were not lacking of a complete break with the metallic
standard and the adoption of an inconvertible paper currency.
All of the defenders of the suspension of cash payments had
thereby demonstrated their preference for an inconvertible paper
over a metallic standard at least during the continuance of a great

mIbid., p. 46_. In xSx9,Rookehadadvocateda continuallydepreciatingcur-
rency: "A systemwhichsecuresa constantdepreciationin the real value of
money, is alone calculated to acceleratenationalwealth." (Remarks on the
m_tureond o#emtlo_ of money, z819,p. 57-) But later in the same year he
w/thdrewhis supportof a depreclat/ngcurr_/, becauseit "carriesalong with
it in its train,evils and irregularitiesthat, ultimately,may morethan counter-
balattcethe good to be derivedfrom its adoption."(A _##lemer_ to the re-
marks, x8xg,p.4.)He advocatedinsteada stablemonetarysystem"conforming
to the pricesof the last x6years,"andpresentedin outlinethe proposalswhich
in his laterworkhe developedin greaterdetaiLAs in his later work,he pro-
posedthat stabilizationbe accompllshedin termsof the wages of farm labor,
butbecauseof the delay in the adjustmentof farm wagesto changesin prices
of commoditiesand also becauseof the problemcreatedby fluctuaticmin

he suggestedthat wages in export industriesbe followedas a guide;
presumablyfor short-termttmmatio_ (Ibid., r_ 88ft.)

= Comidevaao_ oa a_'tollcy or i_d_ of t& fm,a_ercostilt_c, of aw
Bask X._ Aa, zSr&
'*Euuyso_mo_, ,xchanges,andpoliticalscauomy,18_ p.ao&Ina later

work,beadvocatedral_gtheprlceofsilverinpaper_ asWicesfell,
and in the smm proporfton,thus at_grondfivaclosely to Rooke's propo_,._L
(S_ M :_ ,_, _._,p. _Ts.)

"V_us _ a,e _biect o! corn ad c_remc_, tSa6,p. fo.
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war involving heavy foreign remittances. One anti-bullionist even
appeared to find the superiority of the inconvertible paper cur-
rency over the metallic standard under wartime conditions to lie
in the fact that the former was not set up or regulated in ac-
cordance with any deliberate plan. 1 Many of the anti-bullionists
claimed that England profited during the war from having a
currency independent of international entanglements, and there-
fore free from the necessity of adjusting itself to all the wartime
fluctuations in England's balance of payments. * The suspension of
cash payments, as one writer put it, gave England "the advan-
tages of an insulated currency, under the circumstances of an
expensive war. ''s But while the war continued, most of the sup-
porters of the Restriction defended inconvertibility only as an
emergency measure, and looked forward to an eventual return to
a metallic standard. The writers who then ventured to declare

for an inconvertible paper currency as a permanent institution
were few in number and do not appear to have _attracted any
following. Among them were: advocates of an "abstract cur-
rency" divorced from the precious metals, which in some unex-
plained way would always maintain a proper value and be issued
in the correct volume ;' crude inflationists, for whom no amount
of money could be excessive; u and others who laid chief stress
on the importance of having a currency which was not liable to
flow abroad irrespective of internal needs, e But when the war had

• "For these reasons,I am inclinedto think, that the wants of men, and the
ingenuityexercised in remedyingthem as they occur, have in this, as in most
other installces, formed, _ the whole, It better system o_ clll'rency for this

cotmtryat present,and betteradaptedto the circumstancesof the time, than
any statesman,or political_onomist, howeverable and well informed,could
have devised in his closet.... The thing is"da_e first; the reason why it
shouldbe so done, is formalout afterwards.... Where currenciesof paper
have failedin othercountries,it is generally where "speculativemenhaveformed
the plans for estabt_ them." (The Earl of Rosse, ObJervations on tke
present _rtattOfthe currt,llcy of E_tglalld,1811, _ 87"88. )

Cf.thesimilarargumentsof seventeenth-cea_ia'ywriters,aupra,p.39.
•J. C. Herri_, A rtt,_ of a_ c_trotm_ r,rl_cti_ th¢ high trtice of

bldlion, 1811, _ 96.

• E&, ThomasSmith,tls ¢_ay o_ _.¢ du_y of mo_ and exert [z8o7],
ad ed., 18xl; Gloa_ter Wt'ls_ A de/tnu'eof abstract tm'rt,n_es, 18x1;/b/d., .4
.fi_rtherde[_w.tof abstract¢m'rencies,x8L_.

• F._, Sir JohnSind_, Ob_mtlo_ o_ the Re.poeto__l_ Bulllon Commit-
tee.3ded.. ISto; ibid..R_ oma pan.let by WiUim H_t_.uon, _ ed,,z81o.

"E_. John Rait_, The taw _ _.e of _ com/dered,_$11,x_
Izt: "The _._'y of a _h-y oughtto be of a nature, the perpetualand
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ended, and especially when resumption of cash payments was ac-
companied by sharply falling prices, the advocates of an incon-
vertible paper currency became fairly numerous, although appar-
ently never influential with the government. Of greater interest
were the writers who, prior to I83o, advocated some form of
stabilized paper standard.

An anonymous writer as early as 1797 had proposed a system
of control of the inconvertible paper currency through the use of
the interest rate, although he failed to make dear whether or not
his proposal contemplated a variable interest rate as the regulator
of the quantity of the currency, and he failed to formulate an
intelligible criterion of the proper quantity of currency. He pro-
posed that all bank notes should be suppressed and that national
paper money, issued in exchange for government securities, should
be substituted for bank notes. The Bank of England should he
obliged to accept for deposit at interest whatever quantity of
national paper money individuals should offer it, and the govern-
ment should be obliged to accept from the Bank all the paper
money above what the Bank found necessary for carrying on its
business. The government should pay interest to or receive interest
from the Bank according as to whether the government was in-
debted to the Bank or the Bank to the government. _

Although John Wheafley had been one of the most outspoken
critics of the suspension of cash payments, his belief in the metal-
lie standard diminished under the impact of the fall in prices
accompanying the approach and the realization of resumption of
cash payments, s In his writings from I816 on, he expressed pref-
erence at times for a currency so regulated as to maintain con-
stancy in the price level, at other times for a currency constant
in quantity. But stability of prices was apparently his ultimate
objective, for he indicated that, where population was increasing

necessarytendencyof whichis to rest at home";Lord Stanhope,in a Resolu-
tion presentedto the Houseo| Lords: Not only gold and silTer,"but likewise
everyone of the otherartldesof metehand_ by meansof whichBritishdebts
to foreigunationscan be discharged,is... an improperand an unfit legal
standardto serveas a fixed, invariable,andpermanentmeasureof the relative
valueof differemcommoditiesand things within the countryitsel¢,whichis
thegrandandessentialendand objectof an internalcirculatingmedium...."

Parli_ dtbates, Ist _ies, XX (July 12, I8II), 91I.
'The/n/¢,/O o//_*_0, part1I, z;n_v,PP.4aft, S0_ _.
*For his advocacy,in I8o7, of the voluntaryuse of a tabularstandardfor

lou_termomu'acts,see/utra, pp._-83.
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and there was a corresponding growth of production, the quan-
tit-] of money should be increased in the same proportion, so as
to prevent prices from falling. This would seem to lead to a
regulated paper currency, but in I8z6 he still advocated a return
to the gold standard, on such a basis as to restore the t8z 3 level
of prices: "a currency of coin is neither liable to sudden excess,
to defraud the creditor, nor sudden contraction, to defraud the

debtor .... With a circulation of paper it is impossible to pre-
vent a constant variation in the amount of our currency. In times
of confidence the banks issue too much, in times of distrust they
issue too little. ''9 In z8I 9 he still advocated resumption. The evil
of deficiency of currency, which produces low prices, was greater
than the evil of excess, which produces high prices, but under
inconvertibility the currency system was liable to both deficiency
and excess. All that was necessary to get a proper currency sys-
tem was to abolish small notes, which were most liable to varia-

tion in their quantity, and to build up the stock of gold very
gradually so as not to cause a sharp contraction of prices and
so as not to involve other countries in difficulties. 1° But in i822

he argued that sterling should have been allowed to remain de-
preciated until the world price level had risen to equilibrium with
the English price level. If under inconvertibility the amount of
the paper currency had been kept constant, it would have been
better that resumption of cash payments should never take place.
He now advocated that there be increased issue of paper until
the I812-I 3 level of the price of corn had been restored, and
that thereafter there should be only such changes in the quantity
of currency as would be necessary to maintain prices and incomes
at this level, with the metallic standard, presumably, definitely
abandoned. 11

Thomas Ate, rood may not have had any great zeal for a
stabilized paper currency, and his real objective seemed to be
whatever increase in currency knd prices should prove necessary
to bring about full employment, without limitations prescribed in
advance, t_ But he was deeply convinced that falling prices were

•John Wheatley, A le_er.., m_ the dis_ of the ¢o_ntey, x8z6, PP- x4-
•5, 43-44-

tbid., Report on the reports ot the Baalt commltteea,I819, pp. 4, 45, 5¢_5L
u,,ln essayon _hr theoeyofmon¢_a_lprlnciplcs¢]commerce,vol, II, Ig_,

ta9._ ff., r3xft.
=I-Ieasks the qtmtion: why not issue money ad infiaitmn?and retilies:
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a serious evil which could not be avoided except through an
inconvertible paper currency, and his stabilization suggestions
seem to have been made in the hope that they would make his
plea for an inconvertible paper currency more palatable to public
opinion. They are nevertheless of considerable interest. Attwood
recommended an inconvertible paper currency issued by the gov-
ernment and its quantity regulated through open-market purchases
and sales of its own securities by the government, t* As the
criterion for the stabilization of the currency he wavered between
the price of wheat, I4 the general rise or fall in the prices of com-
modities, 15 the rate of interest, le and the wages of agricultural
labor. 17He clearly was not prepared to commit himself definitely
to any one critej-ion. Regulation of the amount of the currency
should be entrusted to a legislative commission, and should be
carried out not by "laws of maximum and minimum but by
judicious legislative operations upon the issue of bank notes, or
other national paper. ''*s He recognized that if wages of labor
were used as the standard for stabilization, there would be time-

lags between changes in the quantity of currency and resultant
changes in wages. He suggested, therefore, that, to supplement
wages, the market rate of interest should be used as a more sensi-
tive index of the effects of changes in the quantity of currency,
the rate of interest to be used as a "temporary" and the wages of
labor as a "permanent" guide in the regulation of issues. 19

Attwood realized that it might not prove easy to reverse the
trend of prices, and that more would be necessary than simple
authorization to the banks to issue more paper:

It would be of no use to act upon the "rag makers," without at the

"Whenever. . . Lhemoneyof a countryis suffmientto call everylaborerinto
action,upon the systemand trade best suitedto his habits and his powers, the
benefitsof an increasedcirculationcan go no farther.... " Beyondthat point,
furtherstimtthtsis "tmgatory or injurious."(A letter.., o_*th* creationoI
,_,.ey, t8rl, p. 68.)

Prosper_y resfored, I817, pp. z_3-I3O;Obserz_z_t omcurrency,traC-
tion,wad_, zSt8, pp. 16462; The late pro$_y, _ld the preaem*ad*
ver,41yof f!w t_, eJcplaimed,I826,pp. 34-35-

Prospe_y re*tort,d, pp. I_,,-3o,135.
a Ibid., p. i36.
I"Ibid.,p. t83.
_'Ibid.,PP.184, x93-94;Obsermao_ on _y, PP. x66-67.
_'P_ reaored, pp. i63ft.
_'Obxroatior_omcurrency,pp._m4-o5.
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same time acting also upon the public mind; for unless the public
are willing to borrow the "rags," the "rag maker" cannot issue them.
It is therefore necessary to act upon both parties; the one must be
stimulated to borrow, and the other to lend. Both these dispositions
are rather stagnant at present, and are becoming daily more so. Prudent
and safe men are afraid to borrow money, because they cannot safely
and beneficially employ it. Bankers are afraid to lend it, because they
know that it cannot be safely employed, and because they remember
the late panic, when they were compelled to pay everybody, whilst
nobody could pay tbem?°

Although all of the prominent members of the classical school
were adherents of a fixed metallic standard, I have not been able
to find any serious attempt during this period to meet these claims
that a better currency standard was available. There was then, as
there has continued to be since, a marked tendency on the part

of the exponents of the fixed gold standard to rely on dogmatic
assertions of the injustice of any other system and of the impos-
sibility of devising any system of currency which would have more
stability of value than the precious metals? 1 Attempts to stabilize
the value of money beyond what metallic money would do of
itself, they asserted, were impracticable, and were straining after
unattainable perfection : "It does not seem the design or intention
of the Author of the world, that . . . stability [of the currency]
should be perfect and invariable" ;_ "to demaaad a standard ab-
stractedly free from variation, is like seeking for better bread
than is made of wheat. ''zs As has already been pointed out, James
Mill, Ricardo, and their disciples, also tended to minimize both
the extent and the evil consequences of changing price levels,
and thus to foster the attitude that the metallic standard, vari-

able though it was, met adequately the requirements of a good
currency standard.

During this period the adherents of a fixed metallic standard
did not expressly claim as an advantage of such a standard that

TheScotchba_er,_Ied.,1832,p.zox.
it Ricardo, in x8xg,asserted that a ctwreneyless variable than a metallic

standardone could not be attained by any system "that I have ever even
imagined."(CommonsConnnittee,Report, I8xg p. IS8_)

=Santoel Read,An baluiry coacerrdagtlse aattwe and u_ a_ meaty, 1816,
p.8_

"T. P. Thompson,"On the immmm_of t.ffielmeL,e," We'dm/_ter r_,/_',
I 08z4), 197.
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it was an international rather than a purely national standard. 24
The bullionists had laid great emphasis on the fall in the ex-
changes as evidence of the undesirable mode of operation of the
inconvertible paper currency, but primarily or solely because ex-
change depreciation indicated internal depreciation in terms of
bullion. I have found only one instance of even bare mention by
a bullionist of instability of the exchanges as an evil in itself, _
and I have failed to discover what specific disadvantages, if any,
the bullionists believed would result from a fluctuating exchange
other than the fluctuations in the bullion value of the currency
and in relative price levels as a whole at home and abroad which
would be associated with it.

Few of the anti-bullionists conceded that fluctuating exchanges
were an evil, and when they did they insisted that the advantages
of a stable exchange could be acquired or retained only at an
excessive cost, without as a rule indicating what they regarded
as the disadvantages of a fluctuating exchange. As one paper-
money advocate exclaimed, under a metallic standard : "The natu-
ral order of things will be reversed. Instead of a steady currency
and fluctuating exchanges, we shall have steady exchanges, and
a fluctuating currency!! ''_6 One anti-bullionist, Walter Hall, did,
however, carry the discussion a little further. He was not pre-
pared to concede that the disadvantages of a fluctuating exchange
were very serious : "What may be the value of a steady exchange,
I shall consider hereafter; but it seems to me it will cost too dear,

if the price to be paid for it is a fluctuating currency. ''_ "After
all, what is this mighty evil of an unfavorable exchange, that so
much should be lost and hazarded for it. '_s Clearly identifying

"Malthus is the only exceptionI have found.He statedthat it was desirable
tohavean internationallycommonstandard,even if it meantfallingprices,but
didnot give awl reasons."Reviewof the controversyrespectingthe high price
of bullion,"EA/_mr_i rtv/_, XVlII (xSzx), 45o-$L

=GeorgeWoods, Observationswa the pre_tnt price of badliom,x8xx,Ix S3:
"Theonly other _sadvantageousconsequenceof the presentsystemappearsto
be t_ u.n_ly _ of esrk_e, and the umettlol relafn,evalue of c_-rer_-y,
eonmmtlyut the mer_ of a mall ix_ of ram." (II_ie_ not in ori_)

"Erlek BoUmam,,A _coxd Itntr... o_ the pr_ic_iO ot t_ _v

" W_r Flail A v_ o! owr_ _t # ow, _a*re c_rr_:y, xSxo,O_56.
" Ibld., _ ._ For _¢wm by other aufi_ that an "_mvoral_" ex-

changewas desirableas a lx,_: to ea_rts and a check oa _ _e
DanielWalL,Cield,As __ ot Mr. Modem'sco_q_ _it_ d Bw
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a fluctuating with a falling exchange, he conceded that it results
in a disadvantage to the consumer of imported goods in the form
of higher prices, but he argued that this burden would be diffused
equally over the whole community, and would be counterbalanced
to the country as a whole by the advantage which resulted to the
manufacturer and exporter, whereas the forced sales and the de-
dine in prices which would result from the contraction of the
currency for which falling exchanges were a substitute would
fall heavily on the merchant and the manufacturer, and would
cripple for a time the productive activities of the country. _ He
had earlier argued that changes in taxes result in serious changes
in the relations between particular prices and thus change "the
relations of society, "m and had thus shown that he recognized
that changes in relative prices as well as changes in price levels
as a whole could have serious consequences, but his attempt to
show that this did not apply to the changes in relative prices
which would result from a depreciating exchange cannot be re-
garded as satisfactory. But superficial and inadequate as was his
analysis of this vital phase of the problem, it was the only explicit
recognition of it which I have found, not only in the literature of

the bullionist controversy, but in such of the English nineteenth-
century literature on the currency problem as I have examined.

It cannot be claimed for the literature of the bullionist contro-

versy that it afforded a satisfactory answer to the issue, prominent
now as then, as to the comparative merits of a metallic (and
international) monetary standard, on the one hand, and a non-
metallic (and national or "insulated") standard, on the other.
The defenders of the metallic standard contented themselves with

an appeal to arbitrary dogmas and to moral issues, and with the
daira that the limitations imposed by a metallic stawlard were a
safeguard against the inflationary poss_ilities of an irresponsibly

or incompetently managed paper standard currency. The ex_
ncnts of a m_/oaa/paper standard made out a better case for
what I am inclined to regard as theoretically a moderately inferior

1_ _ etec_t o! a m,'iable_u_ard of m_, _8x9,plx 34-3S: "While
theeadm_ is adverseit ccerates as a h:,t_'y cmthe exportof ail our manu-
facture; aad almaht_ by additioml proem, the iadmtr_ aml ,hll of the
aura; md emCh thi_advene eu_aa_e Im _ _, yet, u it has
i_ bemf_ alto, let m aot throw the latter away....

"Walter Itall, op.c/t., ptxf_, 60.
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and under ordinary practical conditions a seriously inferior cause.
They presented valid and novel arguments for the economic ad-
vantages of the freedom afforded by an independent monetary
standard to escape a deflation (or inflation!) induced by external
factors, to cope with a deflation resulting from internal factors
and intensified by the prevalence of rigidity downwards in the
prices of the factors of production, and, in general, to provide
a country with the quantity of means of payment deemed best for
it as against having that quantity dictated to it by external factors
beyond its control. If the exponents of the paper standard, how-
ever, had intellectuallysomewhat the best of the argument, it was
largely because of the failure of their opponents to set forth what
seem to me to be the most important arguments for stability of
the exchanges. The important issue lies between stable and un-
stable exchanges, and between a metallic standard and a paper
standard only as and if the former in operation provides stable
exchanges and the latter in operation fails to do so. First, fluctuat-
ing exchanges result in risks and uncertainties for foreign trade
and foreign investment which are economically costly and for
which the development of forward exchange markets and other
facilities for hedging against exchange fluctuations provide only
a strictly limited palliative. Second, although a paper standard
currency managed without reference to the foreign exchanges
could reduce the amplitude of short-term fluctuations in the
gowrd price level as compared to what they would ordinarily be
under an international monetary standard, it would thereby tend
to increase greatly the amplitude of short-term fluctuations rela-

to each other of sectional price levels _xport commodities,
import commodities, domesticcommodities---as compared to what
is conceivable under an international monetary standard. It was
only under the stimulus of the recent great depression, however,
that the analysis of these problems was carried much beyond the
point at which it was left by the lmltiouists and their critics, and
the pre_mt-day discussion seems to be tending to shift the issue
from stableversus tmsmbteexehavges to permanentlystable versus
shiflxble _. This is a much more _gnifieam issue, since
almostno country for which foreign tradewas of great importance
has ever been _'n'_/or long to tolerate _y fluctuating ex-
dmtg_ mid _ gtmm_ am be ptzmttvd for _tmituting
a shiftable anchor for a pemnanenfly fi.xed ace than for doing
without_ anchorataiL



Chapter V

ENGLISH CURRENCY CONTROVERSIES,

I825-I865

The student who turns from the literature of the Heroic Age of British
monetary controversy in order to attempt a study of the original
source, relating to the antecedent_r of our modern banking situation
will find himaell confronted with a iuugle ot blue books and Parlia-
mentary discussions, pamphlets and tracts and leading articles: a iungle
at first sight so impenetrable that he may well despair. For it is char-
aeteristic of the period of middle-classascendancyafter z83z that it
producedmuchheat and little light; manymassive volumesof evidence
and statistics, but no classicreports; muck legislationbut,_[or a long
time at least, no final solution of the various problems to be faced.
--T. E. Gregory,Selectstatutes,I, ix.

I. INTRODUCTION

The downward trend of the English price level, which persisted
without any sustained reversal from x8t 5 to the I85O'S , was for
English industry and labor only partially compensated by the
progress in manufacturing technique and the fall in the prices
of imported raw materials. The occasional prosperous intervals
were ordinarily terminated by sharp financial crises, and were
followed by intervals of depression and unemployment. There
was general agreement that these business fluctuations were in-
herent in the new structure of industry, but there was also a

widespread conviction that they had been accentuated by chronic
mismanagement---or misbehavior---of the currency. It became ap-
parent soon after resumption of cash payments that strict ad-
herence to a fixed metallic standard was not sui_,ent to assure
the smooth and beneficem working of the currency system. The
Bank of Englandsucc_'.,edthroughoutthe periodin maintaining
eotrvertibility of its paper notes, but on several oecasiom only
with great difficulty and after resort to emerget_ nmasure_ In
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z825, in 1836, and again in 1839, suspension of convertibility
was avoided only by a narrow margin. In 1847, and I857, and
1866, the Bank was again in serious difficulty. Each period of
special strain gave rise to an extensive controversy, turning on
the quality of the Bank's management of its affairs and on the
principles which should be followed in the management of the
currency. I That the currency was operating badly no one dis-
puted, although there were not a few who would have agreed
with Cobden that "managing the currency [was] . . . just as
possible as the management of the tides, or the regulation of
stars, or the winds,"* and that all that government could do, there-
fore, would be to place it on a wholly metallic basis, and then let
"automatic" processes run their course.

During this period the English banking system underwent im-
portant structural changes. In the belief that it was mainly the
small notes which were presented for redemption in gold during
periods of finartcial stress, the renewal in 1822 of the right to
issue notes under £5 was repealed by an act passed in 1826. To
promote the establishment of financially stronger country banks,
an act of the same year authorized the establishment in the
provinces of note-issuing banks with an unlimited number of
partners. An act passed in z833 extruded the Bank of England,
in so far as its discounts of stm_4erm paper were concerned,
from the legal maximum _ rate of 5 per cent trader the
usury laws, and thus gave it the power to use the discotmt rate
as an instrument of credit control. Th/s act also made the Bank's

notes legal tender except by the Ba_ i_lf as long as the Bank
maintained convertibility into _ and definitely proctaitmd---
what had previously been questionabre,-4ahe right to establish in
the London area non-note-issuing banking establishments with
more than six partners. The joint-stock banks grew rapidly in
number and in importam-e, both in the pro_6_nees and in London.
By the z85o's there were at least three joint-stock banks in Lon-
don with deposits in excess of those of the Bank of Engtand,
The Bank of England had gradually given up most of its ordi-

• l_r far *hemost lm'ffmlsame_s of the _ earreney o0_t_oversiesof
the period that I have found are T. E.Gregory's introductionto the t928
rep,_ of Tookeand N_'_ Hiz_'o_ of Prices andlds introductionto his
Selec__:, docame',,_rand rtpo_ rdat_ Jo Br___ ba_g, z83_-z9_8,

"P,_t t_ Select Comm_eeos law,kz of ixme,z840,p.3g.
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nary commercial discount business, and its "private deposits"
came to consist largely of bankers' balances held with the Bank
as the equivalent of cash reserves.

Finally, there was passed the Bank Charter Act of I844, com-
monly referred to as Peel's Act, which was to remain the charter
of English banking until the Great War. This act required the
Bank formally to segregate the issue department from the bank-
ing department, a and limited the issue department to a maximum
issue of notes uncovered by bullion of £I4,ooo,ooo, above which
amount it could issue notes only in exchange for gold (or, within
certain limits, silver). Country banks then issuing notes were per-
mitred to continue such issue not to exceed the amount then in

circulation, but the law made provision for the gradual absorption
by the issue department of the Bank of England, as an addition
to its uncovered issue, of the bulk of the note circulation of the
country banks. Except as to note issue, the banking department
of the Bank of England was left wholly free from statutory
regulation, as were also the then existing private banks on all
matters of consequence except the right to issue notes.

Trrz "CuRReNCY _CHOOL"-"BANKING SCHOOL"

CONTROVERSY

The currency controversies of this period were carried on
mainly by the members of two groups, with divergent views,
who came to be known as the "currency school" and the "bank-
ing school," respectively. 1 TF_ most prominent members of the
currency school were Lord Overstone (Samuel Jones Loyd),
G. W. Norman, R. Torrens, and William Ward. Thomas Tooke,
John Fullarton, James Wilson, and J. W. Gdlbart were the leaders
of the banking school There was not complete unanimity of
doctrines within each grcn.rp, and the currency school, under the

impact of their opponents' criticisms, modified their doctrines

"The Ba_ had c_aits own _ve madesuch a _ in its accounts
in _gCx

• WI_ War_ a memlm-of _e _rrme.v sdmol gro_, nffert_ to its main
do.he in _a. "the taiadl_ d _e carrea_." Sam_ Jones Lo_ in

,.,_.,,,_...... tl_ _ aa Bas_ of Ist_ m tglo, terms! w _
_ af tbt t_ L,r'a_ _s tlz _ _" smd -t_
la4mifle," _. After _,4_ the _ hoklq these _ were
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fairly substantially in the course of the controversy. An attempt
is nevertheless made in the next few pages to summarize the
general position of the two schools, as a preliminary to a more
detailed examination of such of the particular doctrines expounded
in the course of the controversy as are of importance for the
theory of international trade. The discussion between the two
schools turned wholly, however, on short-run issues. On the ques-
tion of what determined the quantity and the value of a metallic
currency in the long run, both schools followed the "classical" or
"Ricardian" doctrines.

The currency school maintained that under a "'purely metallic
currency" any loss of gold to foreign countries or any influx of
gold from abroad would result immediately and automatically in
a corresponding decrease or increase, respectively, in the amount
of currency in circulation. The actual currency was a "mixed
currency," that is, convertible paper notes were a constituent ele-
ment of the currency. A mixed currency would operate properly
only if it operated precisely as would a metallic currency, i.e., only
if any efttux or influx of gold resulted in a corresponding (abso-
lute, not proportional) decrease or increase in the quantity of
the currency--the "currency principle." But a mixed ctrrrency
would not operate in this manner automatically and immediately
unless the issue of paper money were deliberately regulated so as
to make the changes in its quantity conform to the changes in the
quantity of gold held by the issuing agencies. In the absence of
such regulation, paper money would at times be issued to excess,
at other times unduly contracted; the maintenance of converti-
bility would not be definitely assured; the improper fluctuations
in the currency would accentuate the tendency inherent in the
economic structure toward recurrent booms and crises.

Since the ultimate objective of the currency school was that
the value of the monetary unit, or the level of prices, should be
the same under a "mixed currency" as it would be under a purely
metallic currency, this could be aeemnplisl_ by their rule of
n_ing the fluctuations in the amount of bank notes correspond
to the fluetuatiotu which would occur in the amounts of specie
under a purely memll_ ¢mrmey only if the velodty of drcula-
tion of bank notes and of specie would under like drmmmaces
!__ Thls_s _ _ bythe m_of
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the currency school, 2 although it may be that they took for granted
that there would be such identity?

The banking school denied almost all of these propositions.
Generally waiving the question as to whether it was desirable that
a mixed currency should operate precisely as would a purely
metallic currency, they denied that a purely metallic currency
would operate in the manner claimed by the currency school. They
pointed out that under a purely metallic currency there existed
in addition to specie, and under a mixed currency there existed
in addition to specie and paper notes, a large quantity of bank
deposits and bills of exchange which, they claimed, were also
"currency" and in any ease operated on prices in the same manner
as did bank notes and specie. Under a purely metallic currency,
moreover, some of the gold was not in circulation, but was in
"hoards," in modern times held mainly in the bullion reserves of
the Bank of England and other banks. Ch_ges in the amounts
of these hoards could not possibly have any effect on prices. 4
Even under a purely metallic currency, therefore, a gain or loss
in the nation's stock of gold need not result in corresponding
fluctuations of the currency, but might merely change the amount
of gold in hoards, or might be offset by an inverse fluctuation in
the amount of deposits. Without control of hoards and of de-
posits, limitation of the note issues could not sn_ce, therefore, to
__in the objective of the currency school ol_ enforcing corre-
spondence between the fluctuations in the total circulation and
the fluctuations in the total stock of gold. The har_ng
did not present an alternative program of statutory control of

•CL. however._ _ Wood:_ nml _ t_l_ _ is, how
to re.late the qm_y d tl_ Iml_ _d_, so _ to keepia __I_ ide_
_ what t_ ,r_lueol _e _._Jfie _ lwM he. I/ is _t _c_,

tlW_ic cm_=_ _dzidk=o_ l_ nNt,_d if _ _er di_ _t ,=_. be-
,_,m_ the _.e_ter t_,im:_ d _e_ moray_ n_ee i_ p.mi_ th_ _
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the currency. They held that statutory control of the deposits was
not demanded by anyone, was impossible, and even if possible
was undesirable. The amount of paper notes in circulation was
adequately controlled by the ordinary processes of competitive
banking, and if the requirement of convertibility was maintained,
could not exceed the needs of business for any appreciable length
of time---the "banking principle." If unsound banking practices
did occasionally lead to excess grant of credit, this brought its
own corrective penalties. In any case it could not be prevented by
legislative measures, and especially by mere limitation of note
issue.

The bullionists, it will be remembered, had insisted that under
an inconvertible paper money currency the issues should be so
regulated as to conform to the aggregate circulation of specie and
paper which could be maintained under a convertible currency,
but usually maintained--or took it for granted, without argument
--that if the requirement of convertibility were enforced there
was no need of further regulation to insure against excess--or
deficient--issue of paper money. _ The anti-bullionists, on the
other hand, had ordinarily maintained that a paper currency
could not be issued to excess whether convert_le or not, if issued

only by banks as loans on the security of good short-term com-
mercial paper. The currency and the banking schools both rejected
the anti-bullionist doctrine that an inconvertible paper money
could not be issued to excess, e The currency school went further;
they claimed that even a convertible paper currency could be
issued to excess, not permanently, but for sufficiently long periods
to endanger the ma;ntenance of convertibility and to generate
financial crises. The "currency principle," i.e., the doctrine that
a mixed currency should be made to operate as would a "purely
metallic" currency, did resemble, however, the bullionist doctrine
that an inconvertible paper currency should be made to operate as
would a convertible currency, and was obviously derived from it.

s Cf., however, Ricardo, supra, p. 2o5. The currency school were no_ aware
that on this point they could derive support from Ricardo.

"A clear statement of the grounds on which they held that a paper currency
could be /ssued to excess if inconvertible but not if cc_avertible is not to he

found in the writings of the banking school. Their reasoning seems to have
been, however, that under c_ertibility the national price level, and therefore
the qwmtity of momT, was even in the short run internationally determined.

whereas under incmlvertlbility this external limitminn would not be operative.
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The currency principle appears first to have been formulated
during the z8zo's. Joplin, in I823, proposed a system of regula-
tion of the issue of paper notes whose essence was the requirement
of Ioo per cent bullion reserves, so that "a paper circulation, by
this system, would dilate and contract precisely in the same man-
ner as a metallic currency.''_ Henry Drummond, in I826, simi-
larly urged that the amount of paper money should be kept con-
stant, so that all variations in the quantity of the currency should
consist of corresponding variations in the quantity of specie?

III. THE "PALMERRULE"

In I827 the Bank of England adopted a rule--later commonly
known as the "Palmer rule" or the "rule of z83z" because it was
first publicly explained, in I832, by the then governor of the
Bank, J. Horsley Palmer--which aimed at makinK the fluctua-
tions in the English currency conform with those which would
occur under a purely metallic currency by keeping its security
holdings, including discounted paper, constant. At the same time,
although apparently wholly independently, PenninTon, a con-
fidential adviser of the Treasury on currency matters, had recom-
mended the same rule in a memorandum to Huskisson, then
Chancellor of the Exchequer. The problem as Pennington saw it
was to make the paper currency operate as would a "purely
metalliccurrency" : "The great objection to a paper currency arises
from the extreme difficultyof subjecting its expansion and con-
traction to the same law as that which regulates the expansion
and contraction of a currency purely metallic.''1 He offered as a
solution that the Bank of England should be given an exclusive
monopoly of note issue (or direct control over the issues of the
other banks) and should hold a fixed amount of securities. There
could then be no variations in its outstanding note circulation
without corresponding variatiofls in its holdings of bullion:

Nothing more would be necessary than that the bank shouldcon-

• Hear_Drummond,_ _,o_ _ t_ _, 4th ed, x_S,
P.O.

'James_ _"_ (privately_ria_), za_, p. 8. Thenzmo-

cor_,z_, _ 8_f.
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stantly hold a fixed amount of the same unvarying species of secu-
rities. If its outstanding liabilities amounted, at any particular time,
to £26,ooo,ooo, and if, against these, it held £i8,ooo,ooo of govern-
ment securities and Z8,ooo,ooo of bullion, then, by confining itself
to the £IS, ooo,ooo of securities, the action of the foreign exchange
would necessarily turn upon the gold: at one time the hank might
have six, at another time ten, and at another eight millions of treas-
ure; and in all cases, its paper would contract and expand according
to the increase or diminution of its bullion.2

The Palmer rule was essentially the same. When the exchanges
were at par and the currency "full," the Bank should try to have
a bullion reserve of one-third of its combined note and deposit
liabilities, so that its current assets should be one-third bullion
and two-thirds securities. Thereafter all that would be required
would be to maintain the securities at a constant amount. An

influx of gold from abroad would thus act to increase the note
circulation by a corresponding amount; an efflux of gold or a
demand for coin for internal circulation would result in a corre-

sponding decrease in note circulation. The internal circulation,
specie plus paper, would thus remain constant unless acted upon
by external gold movements, s

This rule had the fatal defect that it took no account of the

necessity of also maintaining deposits constant if the mainte-
nance of securities at a constant amount was to guarantee cor-
respondence between the fluctuations in bullion and the fluctua-
tions in note circulation. If the deposits were permitted to
fluctuate, then as the bullion holdings fluctuated the note circula-
tion might remain constant, or might fluctuate in the reverse
direction. Under an inconvertible paper currency, a case could
be made for the general policy of keeping the securities constant,
if departure from this rule to offset variations in the velocity of
ciroalation of notes and deposits were permitted, and if provision
were made for adjustment of the amount of securities to the
secular trend of production resulting from growth of population
and capital But under an international metallic standard, adher-
ence to the rule of keeping the secur/ties constant could lead to
serious and lasting disequilibrimn between the internal and the

*Mem_mdl_, _ x_
*a. the_imo_y ofMr. Palmer,Re_ _ I_ [Co_wo_]Commit:ee

ol:._cy oBtheBanbofEnOla_lcha_ev,_, O_xl.
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world price levels, and therefore to exhaustion or to indefinite
accumulation of gold reserves. *

It is not easy to understand Pennington's original position in
this connection. The objective of control stated by him seems to
involve an unqualified acceptance of the currency principle. But
the method of control which he advocated, like the Palmer rule,
would have made the fluctuations in notes plus deposits corre-
spond with the fluctuations in specie reserves, whereas the cur-
rency principle called for correspondence between the fluctuations
in notes alone and the fluctuations in specie reserves. It especially
seems to call for explanation that Pennington, who was an im-
portant factor in drawing attention to the importance of deposits
as a means of payment, should have advocated a rule which would
permit of withdrawal through the deposits of all the specie re-
serves without calling for any positive corrective action on the
part of the Bank. When Pennington later, in I84o, published his
memorandum, his views had apparently undergone some modifica-
tion. He now made it appear that by a "purely metallic currency"
he had meant one which consisted only of specie, and that by
"paper circulation" he had meant notes and deposits. 5 This would
bring his rule of control into conformity with his objective.
Against the currency principle proper he protested that it would
make the fluctuations in the currency (-- notes and deposits) ex-
ceed the fluctuations which would occur under a simple specie
currency, with the result that "the public will be exposed to very
great alternations of comparative ease and difficulty in the opera-
tions of the money market. ''e What he now supported, apparently,
was a provisional adherence to the Palmer rule, which would
limit the fluctuations in notes and deposits to the fluctuations in
specie reserves, with departure from it in the form of open-
market sales of securities only when otherwise dangerous deple-
tion of the specie reserves would occur. _

' G. W. Norman later claimedthat the Bank malmritieswere aware, when
they adoptedthe Palmerrule, that it would allow an external drain of gold
to be met by a diminutionof deposits instead of by a contractionof note
circulation,but thought it neverthelessthe best principleavailableand prac-
triable. (Remarks w_n some prcmlc.at errors, mitl, respect to currency wuf
baaking,x838,pp.79 ft.)

"Letter . . . on the impartationo[ ]ar¢iwacorn, z84_ pp.
"Ibid.. I_ too.
'Cf. ib/d., pp.9909.
Pemtingtonhter claimedthat therewas no dangerthat the r_es of the
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As was to be expected, the affairs of the Bank went badly while
the Palmer rule was in operation. From I836 to x839 in par-
ticular, while the rule was presumably being followed, the Bank
was in serious difficulties much of the time. The Bank found at

times that gold was being withdrawn for export through the
deposits without any compensating reduction in the note circula-
tion. It also found itself unable--or unwilling--to keep its secu-
rities constant, and it even increased its securities while a drain

of gold was under way. Its difficulties were due in part to mis-
guided violations of its own rulefl but in part they were due also
to the utter impracticability of the rule under a metallic reserve
currency whenever greater contraction of the currency (notes and

Bank of England could be seriously depleted through withdrawal of deposits,
while the amount of note circulation remained undiminished:

This . . . could only happen to a very small extent, for a large portion of
those deposits consists of the reserves of the private hanks, which they are
obliged to keep in hand, and which, in times of pressure and alarm, they find
it expedient to increase rather than diminish. If, instead of leaving these
reserves in the hands of the Bank, they withdrew them in the shape of hank
notes, in order to keep them in their own tills, the operation would obviously
be altogether a nugatory one. It would be holding their reserves in one
shape, instead of in another. ("Letter from Mr. Peuningtou on the London
banking system," in John Cazenove, Supplement to thoughts on a few sub-
ieets of political economy, I86L p. 53, note.)

• Palmer later defended the violations of the rule by the claim that they
were all due to deliberate adjustment to exceptional circumstances. (l. Horsley
Palmer, The causes and consequences of the pressure upon f;_c 7_,oney-market,
I837; ibid., Reply to the reflections .... of Mr. Samuel Jones Loyd, I837;
also, his testimony befoze the Committee on hanks of issue. I84o, Report, pp.
Io3 ft.) But circumstances which the Bank regarded as exceptional appeared
to recur with surprising frequency. It is not clear what the motives of the
Bank were in its departures from its own rule. Longfield pointed out that in
case of an external drain: "The securities [under the Palmer rule] were to
be kept even [i.e. not increased] for the convenience of the public, not the
safety of tim hank. The bank would be still more secure if it were active, and
reduced its securities whenever an adverse state of the exchanges, or any other
circumstance, leads to a demand for gold." ("Banking and currency, IV,"
Dublin U_'z_raitymaga_m:, XVI (184o),619.) On the same principle, expan-
sion of its security holdings would under these circumstances serve the "con-
venlem_:' of the public even better. But the income of the Bank would also

profit from maintenance or expansion of /ts security holdings. As Samson
Rieardo que_ "May not a dight considerationfor _e Bank Stock prc_
_ietots sometimesinterfere with a str_ adherenc_ to the principle hid
dowa_ _" (Ob_io_ _ the reeott pamphlet of .l. Horsley Palmer, I837,
P. 27.) In justice to the Bank directors, I-mwever, it should be noted that it
was a rule of the Bank that rs> director should hold more than _meo of the
_nk's stock,the_,. qualifyingamount.
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deposits) should be requisite than the rule of keeping the seen-
titles constant wouId permit.

Torrens and Overstone were critical of the Palmer rule, al-

though they held that the departures from it had been such as to
accentuate rather than moderate its shortcomings. They pointed
out that if the currency principle were to be carried out, gold
movements should not be permitted to operate on the deposits
alone. When the Bank found that its gold reserves were being
drawn out through its deposits, it should have reduced its note
circulation by "forcible operation on its securities," i.e., by de-
liberate contraction of its discounts or by sale of government
securities in the open market. They held that maintenance of
securities at a constant amount, instead of enforcing correspond-
enee between the fluctuations in the amounts of bullion holdings
and of note circulation, prevented the Bank from establishing
such correspondence. °

According to Torrens and to Overstone, the error in the Palmer
rule was that it aimed at keeping the whole of the Bank securities
constant, including those upon which "the Bank lent its deposits,"
and that it permitted gold flows to act on the whole of the liabil-
ities, including the deposits. The Bank, on the contrary, should
keep constant only those securities upon which it put out its notes,
i.e., should keep constant the amount of its uncovered note circula-
tion. Only then would variations in the Bank's note circulation
necessarily correspond with the variations in its bullion hold-
ings. a° To enforce this procedure on the Bank, and to make cer-
tain that the securities held as backing for the notes should be
segregated from those held as backing for the deposits, the bank-
ing and issue departments of the Bank should be formally sepa-
rated, and the latter should be confined to the exchange of notes
for bullion and of bullion for notes, pound for pound, except for
a fixed maximum of notes to be covered by securities, m The cur-

"Cf. Torrem,A l_ter to... Lord.M_, o_ _ ca_te, of th_ recent
deraug_ i_ die moneymarket,aded.,_&37,P.29;Over_one,Re/lectior._r
au*g_ by... Mr. I. Hordey Palmer'_rlmmpldeq [_8_1, reprintedin
_, Tracts aad otker t_btiea_or_wa metulli¢_¢I paper ¢_remcy,J. IL
McCalloched., I857,lx z).

_*Ter_em,S_ra*e_ to. letter ... os _ _ ¢_ tlw
_a, *837,_ 6, aad amanda,_ 4, S; OverUme,Re_, ZSaT,in
Tree:,,Eg _'9.

n Torrem, d l_ter to T_Rua Too_, F.ul., mr, pl:pto _a _iec_ms, _g_,
pp. s e.; O,,,mmm, Re_ [_1, i_ O,tctmm. T,'_,t,, t_ :_
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rency school undoubtedly wanted the note issue powers of the
country banks to be withdrawn, or at least drastically restricted,
but they did not enlarge upon this phase of the question, 12 as a
precaution, perhaps, against providing further stimulus to the
already vigorous opposition of the country bankers to the cur-
rency school proposals.

Iv. THE BANK ACT OF 1844

The Act of 1844 put into effect these proposals of the currency
school. But any expectations which may have been held that the

provisions of the act were sufficient to insure protection against
currency disturbances were destined to meet with early disappoint-
ment. The Bank of England took too seriously the freedom from
statutory regulation of its banking department under the act, and
proceeded immediately to reduce its discount rate from 4 to 2_
per cent, the lowest rate in its history up to that time, and to
expand its commercial discounts. 1

Its reserves in the banking department soon began to fall. In
1847, the public, noting the decline in these reserves, and aware
that under the Act of I844 the Bank would he unable to meet the
claims of its depositors with its own notes or with specie once
the reserves of the banking department had been exhausted, took
alarm, and proceeded to draw out their deposits. The Bank's at-
tempts to check the drain by rationing, successive increases in
the discount rate, sale of securities, and borrowing from the
market, did not succeed. On October 22, 1847,the reserves in the
banking department had fallen to £2,376,472, and a panic was in
full sweep in the country. The Banle was still confident that it
could continue to meet its payments, but the governw_nt, in order
to allay the panic, stepped in, authorized the Bank to issue notes
ur_overed by gold in excess of the statutory maximum, and re-
quested the Bank to discount freely, but at a high rate of interest.

t'CL G. W. Norman,Letter to Charles Wood, Esq., M. P. on _y, t84x,
P.95:"Iadvisedlypassoverthequestion,shouldthetreasureintheBankof
Enghmdincreaseanddecreaseine_ p_porthm_,hhitsown notesorin
eqmlproportionwiththewholelager-moneyofthecountry?"

t Palmer testifiedbefore the LordsC.xnnmltt_on tim CommercialDi_es,
in t848 that the Bank had loweredits diKoi_i rate to 2_6 per eem in Sep-
ten_r, r844, "from the ck,_i_-_, of its being supposedto be the
coursefor the Bankto ttflketo emOoy a g4vettix_tion M the reg..ryein the
barM_ _ for the bem_ of the ra_lnieto_" Report, p. toS.
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The panic ceased at once, gold began to flow back to the Bank,
and no issue in excess of the statutory maximum was actually
made. But it had been demonstrated that under the Act of 1844
gold could be withdrawn from the Bank by means of the deposits
as well as by presentation of its notes for payment in specie, and
that in a period of alarm knowledge that the power of the Bank
to issue notes was legally restricted could operate to promote such
withdrawal. In z857 and I866, suspension of the Bank Act was
again invoked to prevent exhaustion of the reserves in the banking
department. The Act of 1844 may have established an absolute
guarantee of convertibility of the note issue, subject only to the
condition that the amount of notes voluntarily remaining in the
hands of the public did not fall below £I4,ooo,ooo. _ It clearly
failed to guarantee adequately good management of its credit
operations on the part of the Bank of England.

The necessity of suspending the Bank Act three times within
twenty-five years of its enactment was disappointing to its cur-
rency school advocates, but they denied that it justified the claims
of the banking school that the currency school doctrines had been
erroneous and that the act was injurious in its effects. Overstone
even denied that the divergent fluctuations after I844 in the note
circulation of the Bank and in its bullion holdings disproved the
contention of the currency school that the Act of 1844 would
automatically enforce a correspondence between these fluctuations.
He was able to show that when prior to the passage of the act
he had supported the rule of forcing correspondence between the
bullion holdings of the Bank and the note circulation in the hands
of the public, instead of between the bullion holdings of the
Bank and the notes outdde tire iasue department, he had done so
only because until 1844 information was not available as to the
holdings of its own notes by the Bank as "fill money." Had such
information been available, he would have included notes held
by the Bank in the banking department in the "circulation" whose
fluctuations should be made to correspond with the fluctuations
of the bullion holdings of the Bank. a The Act of I844 did guar-

"St_jeet"to this condition,it didprovidean aheeh_ _rtmrameeof converti-
N,qty,if incase of defaultby the Bankin mect_'_tim liabilitiesof the banking
dqmrtmentthe holdersof Banknoteswmddl_ally have a _ claim _ the
grid remiaim ia the issm _ a _ qt_aio_

aTke et_lence,#ivemby Lord Ore.farmer,beforetireSelectCemmilteeet tiw
Ho*11¢ Of Co*mtwerc¢ of 1857 , on _k acts, I8_, pp. II9 fl_,
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antee absolute correspondence between the variations in the
amount of notes outstanding at the issue department and the
amount of bullion held by the issue department.

The great fault of the currency school was the exaggerated
importance which they encouraged the public to attribute to the
automatic regulation of the issue department as contributing to a
proper functioning of the Bank of England as a whole. In his
speech introducing the Bank Act in the House of Commons, Sir
Robert Peel had stated : "With respect to the banking business of
the Bank, I propose that it should be governed on precisely the
same principles as would regulate any other body dealing with
Bank of England notes. ''4 In his opinion regulation of the opera-
tions of the issue department would suffice--or perhaps more
accurately, would be likely to suffice--to assure sound manage-
ment of the currency. In this respect Peel went further than his
currency school supporters, and he later admitted that he had been
overoptimistic. _ Torrens and Overstoue had never committed
themselves to the doctrine that regulation of the note issues was a
remedy for all banking ills, although this was often charged
against them, both by contemporary and by later critics of the
currency school. They had recognized that careful management
by the Bank of its discounts would be necessary if its banking
depaftw.ent reserves were not to be exhausted -through drawing
down of deposits. In their discussion of the Palmer rule, they
had pointed out that suitable management of its discounts was an
essential element in the proper functioning of the Bank. But they
ha_ believed that the Act of I844, by requiring segregation of
part of the bullion reserve as cover for the notes, beyond achiev-
ing its primary objective of assuring convertibility of the note
issue, would force the Bank to give close attention to the fluctua-
tions in the unsegregated or marginal reserve held in the banking
department, and therefore to act more promptly to check a threat-

"Hammrd,Parliamentarydebates,third series,LXXtV (May 6, x844), 74a.
•_I say, then,that the bill of t844 had a _oie ebieet. Its first object was

that in wt_ I admit it has tail_ nmndy,to preventby early and gradual,
severeaud sudden_ and the _ic and confusioninseparablefrom
it, butthe bill had_m etherobjects of at least equal importance;the oneto
nmimin and gmranteethe umvem'bilitye_ the tmpercurreaeyinto gold.-the
otherto l_m_t the _ whkh arise at aU timesfromunduespeculation

saravated by the abuseo_papercreditin theformof promissorynotes.
In these two ebjects my befie_is, ttmt the btU Ireseemplet_ succeeded."
namard, Pa,_km,mta_ _e_ea, _d _ xc_ (De_ _ _s47), 6s7.
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ening drain of gold. 6 They now held that the difSculties of 1847
were due to mismanagement of the Bank, not to the Act of 1844,

and that had it not been for the Act of I844 the Bank would
have carried its imprudence even further:

It was a ease of banking mismanagement on the part of the Bank
of England acting upon the community, at that moment peculiarly
susceptible of alarm under vague and ignorant apprehensions of the
effect of the new law... Danger from undue ex_hanstion of the
bullion is the evil against which the Act undertakes to protect the
community; against an improper exhaustion of the banking reserve,
and the consequent inconveniences, it is the duty o£_he Bank of
England to take timely and effectual measures of precaution3

But if the currency school were prepared to admit that proper
functioning of the banking system required proper management
by the Bank of England of its credit operations as a whole as well
as of its note issues, why did they content themselves with pro-
posals for the regulation of the note issue only ? The answer lay
partly in the fact that their primary objective was guarantee of
eonvertib'dity of the note issue, and this the Act of x844 sub-
stantially accomplished. As Overstone claimed: the Act of z844
"has preserved the eonvertibility of the bank note; the purpose
for which it was passed, and that which alone its authors prom-
ised that it should do. ''s The currency school tended also to mini-
mize or to deny the importan_ of bank credit in other forms
than notes as a factor influencing prices, or, as in the ease of
Torrens, to claim that the fluet_tions in the deposits were gov-
eTaed closdy by the fluctuations in the noteissues,sThey had a
hankering also for a simple, attmmatic rule, and could find norm

"C£ Torrtm,A/a*erto_ Too/u,t84o, pp. xO-tz: "The diffzrettez
betweenm is this:_ _meml t_t the _ I_zzllfimt d thebml.essof
theBankime two_istinctdeZ_mzm_,_0alddmck_.¢zadi_ in theiq_vt-
mem of i_ze Imt wouldnot chei o_er_ ia the doarttmm of depmit;
widle I z_mzin, _ the _.L'7, #m the Woi_ea _'_ien wo_! check
_--mz_S i=beth_" CLatw Om_me, _ _ #he_ep_a-
_i_ el a_ _/_-_te_: of aw _ of _ [:8441_T_,u, _ _rj ft.;

• _1, I.tmrs _I _leratt_ _ tltt _ clurt_ oct _! rS+t,

"C_ b_wes IkeR_I_H_. Le_ _ _ Hem,y_bes,
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suitable for governing the general credit operations of the Bank. 1°
They also had laissez-faire objections to extending legislative
control of the banking system any further than seemed absolutely
necessary.

The currency school held that their critics exaggerated the sig-
nificance of suspension of the Bank Act. Overstone had prior to
passage of the act conceded that, in case of an internal panic, sus-
pension of the act would be desirable. In such a case, resort must
be had to "that power, which all governments must necessarily
possess, of exercising special interference in cases of unforeseen
emergency and great state necessity." But an explicit provision
in the act authorizing its suspension in an emergency would he
objectionable, for it would tend to convert into a routine and
anticipated 9roeedure what should he regarded as only an emer-
gency measure, aa Later he argued that the suspensions which had
occurred were of small consequence. During a panic an interval
would dapse before a contraction of the note circulation would
be offset by an inflow of gold from abroad: "To meet this tem-
porary difficulty, which was purely technical and not depending
upon any principle, an important provision of the Act was for a
short time suspended. ''_

The banking school objected to the Bank Act of I844, both
that it was no remedy against overexpansion of bank credit and
that overextmnsion of convertible bank notes was impossible. But
they never supported any proposals for legislative control of the
volume of bank credit, partly because they thought it imprac-
ticalde, l_rtl_4, because, llke the .currency school, they objected to
such control on general laissez-faire grounds. In spite of the past
record of the English banking system, which they interpreted as

"C£ Sir WilliamClay,R_,_, t844,p. a6.
=3"tm_u *m_ _ ot _ dO_xts, _ (writtm in :S4o),

Trncts,pp.
=Correapmtde_t bett_m... Lord Ocerstoue, atut Hem'y Brookea, Fdq.,

I_W_,p._a. 'I_ t_t_., in l_ _on lmmm cmCatetd tlm ln ca_ of med
the_ _ ot the ummreredmte i_m d the Bank wouldnot be

to standin the _a_yof the Bmak's_ c_edit when it was
_L_mly _ _ _-vent a pmlr.,but _mnla be st_end_ CL _
W_ue1_ of the B_k of _ in Report_ t_ Select Committeeon

_ _m4_. dm.e is ao qmmeto qlprelm_da Ironic,suchas occurredin
_,. _l_aeIs_tk Isdievethat it wmld I_ emra.ed apin ruder si_'1_ ci_
stamu,"
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unfavorably as did the currency school, they apparently saw no
alternative but reliance on the hope that the English bankers
would in time learn to do better:

If the country banks have erred at all, it has not been in their
conduct as banks of issue, but in their conduct as banks for discounts
and loans; a matter altogether different and distinct, with which the
legislature has no more to do than with rash speculations in corn or
cotton, or improvident shipments to China or Australia. TM

Were it possible, by any legislative proceeding, to restrain effectu-
ally the errors and extravagances of credit, that would be the true
course to a really beneficial reform of our banking system. But these
errors and extravagances are unfortunately rather beyond the pale
of legislation, and can only be touched by it incidentally, or by a sort
of interference which would be more vexations and intolerable than
even the evil which it sought to correct.14

The banking school were not willing to concede any merit what-
soever to the Act of I844. They #ither denied that it would force
the Bank to contract its issues more promptly in ease of an ex-
ternal drain, 1_or, if they granted this, they denied that this was
an advantage: 6 John Stuart Mill took an intermediate position.
While in general hostile to the Act of x844, he conceded that
when an external drain took place, the act forced upon the Bank
a prompter contraction of credit than it might carry out in the
absence of the act. But he held that where the drain was due to a

temporary factor and would soon cease of its own accord, such
contraction was undesirable. The act, moreover, hindered the
Bank from taking the steps which would give relief when a crisis
had already occurrecL17

v. THE PossxBmxTY OF OVZatSSUE oF Cosvza_Bza_
B^sx Noal_s

TI'_ Bank Act of I844, in setting a maximn limit for the note
issues of the country banks and in providing for the eventual

" Saamd Bailey,A defeace of io/_.._1_ _s, iS#o, pp. 8S-.86,cited,with
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J.w. Gilb_,A lmu-_cd _¢_/_ _ ba,t,,_,_,t.4_ (=sth_)
_.,xSfa,p.g_.
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absorption of their circulation by the Bank of England, was car-
tying out the recommendations of the currency school. The bul-
lionists, it will be remembered, had denied the possibility of a
relative overissue of country bank notes if they were convertible
upon denmnd into Bank of England notes or specie. But the
boom of I824-25 and the resultant crisis of x826 opened the eyes
of many to the expansion possibilities even under convertibility,
and the currency school on this point did not adhere to the bullion-
ist doctrine. They insisted that the country banks could expand
their issues relatively to the Bank of England note circulation for
a long enough period to create difficulties, without being ade-
quately checked by the resultant adverse balance of payments with
London. Afortiori, they held that the Bank of England and the
country banks, acting together, could issue to excess even under
convertibility.

Torrens on this question held views closer to those of the bank-
ing school than to those of his currency school associates. He
claimed that when a relative overissue of country bank notes oc-
curred, country notes would be presented to be exchanged for bills
on London, which would in turn be exchanged for gold for ex-
port; the balance of payments both with London and with foreign
countries would turn against the provinces, and the country banks
would quickly find themselves compelled to contract their issues.
Similarly, when the Bank of England directors "decreed a con-
traction of the currency, the provincial banks of issue, instead of
resisting, obeyed and suffered. ,,1

Norman replied that Torrens did not make sufficient allowance
for "friction" when he claimed that the Bank of England had
complete control over the country bank issues. 2 Overstone argued
that Torrens's conclusion rested on two assumptions, neither of
which was valid: that the districts in which the two types of notes
circulated were distinct and completely separated from each

.4 letter to . . . Lord Melbourae,zd ed., I837, p.48. He coacededa qualify-
ing clrcmm__.nce:if the adversebalanceof paymentsof the Orovineeswith
l.zndonwas metby shilmmmto Londonof Bankof Englandnotes whichb__d
been in circulationin the country, the ch-culatlonand prices would rise in
I.ondm_as well as in the country,and thecountrybankswouldfindthemselves
ableto maintainfor a time their increaseddrodatiou without losing all the/r

To aumrecontrolof the circulation,therefore,it was neceuary that
the Bank of F.aagla_ shouldsuplflyeither all of the cotmtrycirculationor
noneof R.
*Remarksapoa sot_ preml_ errors, x838,p.
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other,a andthattherewasno delaybeforea contractionof Bank
of England issues exercised its full effect on the reserves of the
country banks. To Torrens's statement that when the Bank of
England decrees contraction, the country banks of issue, instead
of resisting, obey and suffer, he replied that "the country banks
first resist, then suffer, and in the end submit.4

Torrens similarly claimed that nothing the Bank of England
could do could increase the circulation by one pound beyond the
amount decreed by the "necessary and natural law which governs
the amount at which a convertiblecurrency can be maintained."
If the Bank issued more notes it would displace an equal amount
of bullion thereby driven abroad? Torrens and the remainder of
the currency school thus meant different things by "excess" of
note issue. Torrens by "excess" of note issue must have meant
an amount of issue which was greater than was consistent with
the retention of bullion in reserves or in circulation as coin at its
existing and presumably appropriate volume and would therefore
result in an inmwdiate export of bullion. The currency school as a
whole meant by excess of note issue an amount of issue such as to
make the total circulation of notes and coin combinedgreater than
could be permanently maintained consistently with maintenance of
convertibility and of the gold standard. The latter explained the
phenomena resulting from an excess note issue in terms of lags
between the original excess issue and the consequent Hse in prices,
external drain of gold, and impairment of the Bank's bullion
reserves. Torrens would here have no commerce with tags, and
he gave no consideration to the possibility of a significant inter-
vening period of excess aggregate drculation. It is not apparent,
however, that Torrens ever realized the extent of the divergence
of his views from those of the other prominent currency princi-
ple advocates, or the essential harmony between this phase of his
analysis and that of the banking school writers whom he was
vigorously attacking.

Against the possibility of overissue the banking school appealed
to the alleged "law of reflux," which amounted to nofl_ more
than that the notes k_d by a ban_'ng system on loan at interest

•As w_hate p_a, T_rem comas_ *hatthis_ mi_t notamml
withthe hct_

•Remarksont_ __ o/s_ _im, [x84o],T_, pp.06f.
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to their customers would return to the banks in liquidation of

these loans when they matured, and therefore any excess "would
come back to the banks."

New gold coin and new conventional notes are introduced into the
market by being made the medium of payments. Bank-notes, on the
contrary, are never issued but on loan, and an equal amount of notes
must be returned into the bank whenever the loan becomes due.
Bank-notes never, therefore, can clog the market by their redundance,
nor afford a motive to anyone to pay them away at a reduced value
in order to get rid of them. The banker has only to take care that
they are lent at sufficient security, and the reflux and the issue will,
in the long run, always balance each other, e

To Fullartxm's "vaunted principle of reflux," Torrens made an
inadequate reply. If the Bank issued notes by discount of 6o-day
paper, there would be an interval of sixty days before an increase
of notes would return to the Bank. 7 But Fullarton had pointed
out that there was no necessity "that the particular securities on
which those notes were advanced should also furnish the channel

for their return. "s As earlier loans matured during the 6o-day
interval, the Bank could contract its circulation by failing to re-

place them with new loans. What Fullarton certainly failed and
Torrens apparently failed to see was that the "reflux" gave the

Bank the power, but did not compel it, to contract its issues, and
that by granting new loans as rapidly as old ones matured, the
Bank could keep any quantity of notes out for any length of time,
provided only that its bullion reserves were not exhausted, and
that the Bank lent on terms attractive enough to find willing
borrowers. °

The e_ttial fallacy of the banking school doctrine had already

°J_ Ft_mon, Om t/_ rte_ta_ _' ¢_r_,, zl ed., _45, t_ 64 (itar_
in origill). See tim Tcoim, H/story of pr/c_, IV (s_lS), I85. Tooke denied
mls th_ ttm_ omid issue motes to exems and agreed that they eotdd lend to
exee_ in the form of det_its and bills of e.r.chatu_ (An _ /_ ate

f,r_itu, ai ed., _844, p. t_ note.)
"T'_e pri_$es and pracacat opema_ oI Sir Robert Peda bill of xS_,

t848. _, _a6 ff.
"Orea_ ree-.hui_ o! ct_rtmcies, _t e_, r84_ p. 96.
"CL T. P. "I'-_oaaps_ "On the imUttmem of tr._hao_" W#am_ev ret,ien,,
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been exposed during the bullionist controversy by Ricardo and
others. It lay in its assumption that the "needs of business" for
currency were a definite quantity independent of the state of busi-
ness psychology and the activities of the banks. The banking
school were right in insisting that the volume of bank credit was
dependent on the willingness of businessmen to borrow, as well
as on the willingness of banks to lend. But the willingness of
businessmen to borrow depended on their anticipations of the
trend of business, on the interest rate, and on their anticipations
as to the willingness of the hanks, in case of need, to renew loans
upon their maturity. The banks, by lowering their interest rates,
or consciously or unconsciously lowering their credit standards,
could place more loans, and the increase of loans, by increasing
prices and physical volume of sales, would in turn increase the
willingness of businessmen to borrow. As Joplin had pointed out
in x826, bankers ordinarily do not see this, because they do not
see that they themselves as a group had created the conditions
which make an expansion of credit possible and appear to make
it "necessary" :

Bankers, indeed, have the idea that their issues are always called
forth by the natural wants of the country, and that it is high prices
that cause a demand for their notes, and not their issues which
create high prices and vice versa. The principle is absurd, but it is
the natural inference to be deduced from their local experience. They
find themselves contracted in their issues, by laws which they do not
understand, and are consequently led to attribute the artificial move-
ments of the currency to the hidden operations of nature, which
they term the wants of the country,t°

The banking school also argued, as against the possibility of
overissue, that if uny bank issued in excess of its usual amount

•it would find the balances running against it at the clearinghouse
and would be forced to contract its issue. That the power to over-
issue of a single bank, operating in competition with other banks,
was closely limited, had long been known. It had been pointed
out as far back as x773 that if a single bank increases its note

•*V_ _ _ _ dcor,, _ r,m,t_, rS_ t_ 45-46. Jotlln h
argui_ that **----**_=,_ate li_ ea the tm*terof I of _ basks,
and that the bankersperc_i,mthis, but that they do not _,rc_ that these
limitmiem de not ap0tyto the lmnki_ _$stemu a whele.
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issue it at first causes a drain on the reserves of the other banks
in its district, but that in time its balances to other banks become
unfavorable and it is forced to contract its discounts in order to

replenish its reserves, xl Lord King made the same point in I8O4:
"An excessive issue of notes by any particular banker is soon
detected, if not by the public, at least by the interested vigilance
of his rivals; an alarm is excited; and he is immediately called

upon to exchange a very large portion of his notes in circulation
for that currency in which they are payable. ''x_

In the x82o's, in reply to the use of this argument to demon-
strate the impossibility of overissue, a number of writers drew
a distinction between what a single bank acting alone could do
and what a large group of banks, or an entire banking system,
could do, acting sirtmltaneously. 18 The Committee of I826 on
Joint-Stock Banks heard much evidence to the effect that the
practice of the Scotch banks of making a periodic demand on each
other for payment of their respective notes in cash, bills on Lon-
don, or exchequer bills, was a complete safeguard against excess
issue. The questions put to some of the witnesses indicate that the
doctrine that banks acting together could issue to excess, though
not accepted either by the questioners or the witnesses, was al-
ready current) 4

In the same year, a number of writers denied the claims that
were being made on behalf of the Scotch banks, that their regular
procedure of presenting each other's notes for payment pro-
vided a guarantee against overissne, on the ground that if the

a AdamDickson,,4n essay on the caw.sesof the preu, a high price of provl.
sio_, xT/&I_ 46-47.

= Tk_g_ o_ the e#ects of the Ba_k restrictious,ad eeL,t8o4, p. :o_
1,Accordingto C. A. Phillips,writingas late as xg_ (Bank Credit, :92o,

p.3a) : "the accepteds*._tememsof bankingtheory,withscarcelyan exception,
havemade no suchdistinction[i.e, betweenthe powerof issueof a singlebank
and of a bankingsystemacting in harmouy], with the result that confusion,
oincurity,and errorprevail with referenceto the most fimdanamtalwindples
of the subject."

u C_.Report on ,rolat-.FtoekB_Lks,xSa6,p. a69: '_. Do you think that t_s
is a suffgientcheekagainst the possibilityof an overissueby any partictdar
bank?.A I th;,k no particularbank can o,e_issue.Q. Do you thinkthat, if
all the hanks were to comb/he,they could,by any _ns, force more notes
permanently/nto drculati_ than the transactionsof /he co_y required?
A. I thinkit quite impos_"ble;the notes whichare not requiredfor the use of
theeo_at,_ wouldinstantlybe remruedto thebankL"Cf. also, ib/d.,pp.59,a_;_
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banks all increased their issues simultaneously and in the same
degree, they would not have adverse clearing balances against
each other and therefore could overissue indefmitelyYs These
writers overlooked or, in the case of Doubleday, denied, that,
while simultaneous and equal expansion by the Scotch banks

! would not result in adverse clearing balances among themselves,
it would result, at least after a time, in adverse balances with
London. It is to their credit, however, that they perceived and
expounded the important principle that there is less check to
overexpansion by banks when they act in unison than when they
act singly, and that it is an error to infer, from the limitatiom
upon expansion to which a tingle bank acting alone is subject,
that overexpansion for a time is impossible for an important
group of banks, or afortiori for a banking system as a whole,
when acting in unison. After x826, this principle was frequently
stated, x6 and it was adopted by the currency school as one of the
elements in their reply to the banking school doctrine that over-
issue was impossible under convertibility. It became an important
dement in the then-prevailing theory of business fluctuations that
alternating waves of optimism and pessimism resulted in over-
trading and speculation followed by collapse and contraction, and
that the bankers, who as a group shared the optimistic or pessi-

a Cf. J. IL McCulloch,"Fluctuationsin the supply and value of money."
_gh ra/av, XLIII (18_6), 283:

• . . the mutualexchanges that are made, twice a week, by the Scotch
bankers,of each other'snotes_n their possession.., thoughin many re-
spectsan useful and convenientregulation,is quite ineltectual,either to
preventthe u.eessive issue of the notes of any one _ company,in
whichthe publichasconfidence,or to preve_ a general_-issue. If the
differentbanks were to increasetheir issues in _ same, or nearlythe
sameproport-_a,the wholecurrencyof the comtry might be donhled,were
that otherwiseinctica_, in the course of twelve months, withoat the
acres d any onecmnlanyhecoafingexcessivein relationto tbe otbers; for,
asthe increased_ d aotes that might be payableby a particular
comt_ay wo.kt..nder _ch circuamam_ be met.by tbe ._JIT imrea*ed
amountthat wouldbe r_dvable'by it, the halanoeto be l_id in cash
I.'lls on Loadon, wouldnot really be greater tima it had besa bdore the
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I English Currency Controversies, t82y-t86y z4:mistic views of their customers, fed the cycle by simultaneous
expansion or contraction of their credits.17

Several writers, however, went further, and insisted that even
a single bank could overissue for a time, and that credit expan-
sion initiated by a single bank might spread to other banks. Mc-
Culloch, in i83i, started from the hypothetical case of ten banks
in London, each with a note issue of £I,OOO,OOO.If one of them
should increase its issue to £2,ooo,ooo, there would result a fall
in the exchanges and a demand for gold. But the demand on the
overissuing bank would be only in the same proportion to its issue
as on the other banks. If to check the drain of gold general con-
traction takes place, then, when the reserves had been replenished
the bank which had expanded its issue would find itself with a
circulation of-£1,818,ooo, and the other banks would have a cir-
culation of only £9o9,ooo each. The other banks "would certainly
be tempted to endeavor to repair the injury done them by acting
in the same way." Even a single bank can expand, therefore, and,
more important, may arouse the other banks to a defensive ex-
pansion,is McCulloch failed to point out that a single bank which
expanded its note issue while other banks remained passive or
contracted would suffer a drastic impairment of its reserves. He
now also insisted, for reasons which are not clear but which arose
probably more from considerations of Scotch patriotism than of
Scotch logic, that, while expansion by a single London bank was
possible, this did not hold for Scotch banks.

Scrope denied that McCulloch's reasoning was sound either
for London or for Scotch hanks. He did not explicitly raise the
issue of the effect on the reserves of the expanding bank, but he

Cf. Sir Henry Patmll, Oh'_ o_ paper wtoa_, _! eeL, z8_, p. 9o;
Overstooe, Reflection, _mggesded by . .. Mr .... Palme_a pamphlet [1837],
in Teal-is, p. 32; Sir William Clay, Remarks on the espediency of restricting
the issue o] promissory notes. 7844, pp. 34 ft. Cf. also, "The Bank of England
andthecountrybanks,"F.d/nb_ghre_/e_,XLV0837), 76:

• The radical defect, in fact, in the constitution of the Bank, consists in
its participation ton much in the feelingsand viewsof the mercantile class.
It is managed by merdmnts, and we need not wonder that it should sym-
Imhise with the_ It may, howev_, be inferred, with almost unerring cer-
tainty, that the Bankis actingcmerroneousprhr.il_es,whenits conduct
is mmulyal_-ovedby tbamerdmmbandcoaversdy.Wheneverthe city
articles d the _ papers teem with eulogies on the conduct of
the Bank,we maybe quiteceru_ thatmisc_efis abroad.
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claimed that a bank could expand its issue relatively to other
banks only by discounting at a lower rate, or on inferior security,
than its competitors, and that to maintain its increased circulation
it must continue to discount on more favorable terms. "But if,

¢r

as is presumable, the other banks are going as far in both these

ways as a sound practice permit .... the bank question
will in

cannot go beyond them without risks, such as no stable or solvent
establishment would hazard. ''lg

Sir William Clay, in the hearings before the 1838 Committee
on Joint-Stock Banks, received an affirmative reply to the fol-
lowing question put by him to a witness:

Is there not this circumstance with regard to a competition in the
issue of money, that although it may be true that one hank, of many
(issuing in competition in Dublin, we v,;" say), if it issued more in
a larger proportion than its rival hanks, would have its notes returned
upon it; and is it not true that that would not operate as a check,
if all, in the spirit of competition in a pel_;o2 of e._eitement, were
also disposed to issue largely ?

Long,field, citing this question and answer, objected that they
took insufficient account of the part which even a single hank
could play in bringing about an expansion of the circulation. If a
single bank in a particular region expanded its discounts and
permitted its cash reserve ratio to fail, there would result a gold
drain from the hanks of the region as a whole either to hand-to-
hand circulation or for export, which all the hanks in that region
would feel in proportion to their circulation. If the other banks
kept their discounts constant, they would find their reserves fall-
ing in greater proportion than their circulation (because since
their circulation was severai times larger than their reserves, the
loss of a given amount of cash through presentation of notes for
payment would represent a greater relative reduction in their re-
serves than in their circulation). To maintain their forrnez reserve
ratio, they must drastically cohtract their discounts. The expand-
ing bank, if it had sufficient capital to withstand the drain on its
own reserves, could by this procedure drive the other b_,ks out
of tmsiness. If the other banks in seif-defer_e expanded their
discounts, and allowed their reserve ratios to fail, the-e would

"G. P_tt Scr¢_ A _ _ d _ _s of.a_-emed/ea/or,
tk¢ Ore_aa/_¢d/s_,_, x83_lW. _3ft. These risks, presm_bly, were of
thro_ _1 _ aot ot imvairmmtof cash nmnm.
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result a general expansion of credit and circulation in the district.
"Thus a bank may be driven in self-defense to take up the sys-
tem of overtrading adopted by its competitors, and where there
are several .joint-stock banks of issue, the country will suffer un-
der alternations of high and low prices, of confidence and panic,
of great excitement and general depression of trade." Competi-
tive issue of bank notes might therefore operate as a stimulus to,
instead of as a protection against, the periodic recurrence of gen-
eral overexpansion and overcontraction of the circulation. 2°

VI. THE ROLE OF DEPOSITS, BILLS OF EXCHANGE, AND "CREDIT"

IN THE CURRENCY SYSTEM

It was, as "we have seen, the position of the banking school
that bank notes and bank deposits were both means of payment
and parts of the circulating media, and that, since the proposals
of the currency school dealt only with bank notes and left bank
deposits free of control, they were bound to operate unsatisfac-
torily if put into practice. In a memorandum to Tooke in 1829,
Pennington insisted that the deposits of London bankers per-
formed exactly the same function as did the notes of country
bankers : "the book credits of a London banker, and the notes of

a country banker, are but two different forms of the same species
of credit. ''1 This statement by Pennington is often credited with
being the first statement of the identity between the economic
functions of notes and deposits. It undoubtedly exerted a con-
siderable influence not only on the members of the banking school,
but also on the currency school, and especially on Torrens? But

"M. Longfield, "Banking and currency, II," Dv_blin University mag_ne,

X_ (I_40), 218-19. el. Ov(_t'StOf'd_,Re_au,r_ os t_tt _g_at OF the circg2a-
t/on [I84o], Tracts, pp. 98-99: "_he desire to extend his own issue is the
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lintit will also leadldmto look uponcon_actionin any quarteras a favorable
opp0rttmk,y, not for camracti_, but for _ his own issues, with the
viewand in the ho_ of pos_im himselfof the groundfromwhichlfis rival
hasreceded."
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Penniugton was merely repeating an old doctrine. At the very
beginning of paper money in England, it was recognized that the
transfer of bank notes and the transfer of book credits at the

bank were alternative means of making payments. 8 During the
restriction on cash payments at the beginning of the nineteenth
century the part played by the expansion of bank deposits in
bringing about rising prices and the premium on bullion never
became a subject of controversy, but a number of writers, both
bullionist and anti-bullionist, in their analysis of the monetary
process, assigned to bank deposits a role identical with that of
bank notes. Boyd, in i8oI, held that the "open accounts" of Lon-
don bankers were, equally with country bank notes, an "addition
to the powers of the circulating medium of the country." Bank
notes were the "active circulation" of the banks; book credits

were the "passive circulation" because they circulated only as
their owners issued orders upon the bankJ Thornton in x8o2
treated bank deposits as a substitute for paper money. 5 James
Mill, in I8o7, accepted "the common cheque upon a banker" as
in the same class with the bank note, both being "currency," hut
neither being "real money. ''e Lord Stanhope in I8I I presented a
resolution in the House of Lords to authorize the Bank of Eng-
land to establish branches throughout England, and to substitute
for bank notes book credits with the Bank, to he legal tender and

transferable without cost. Stanhope claimed for this proposal that
it would avoid the di_dvantage of paper money of its liability
to forgery, and the disadvantage of metallic currency, of the
influence on its quantity of the international balance of pay-
mentsJ He dearly regarded bank deposits as identical with bank
notes in their monetary significance. Torrens, who was later

Torrens,under Pemm'_gt_m'sinflmme_ finally acceptedmost of the bankh-g
schooldoctrinewith resCeetto the roleof lamk

*CL d d_cour_ coace_ b_k_, I697,P. 6; A _n_f.k:_ of the _I/_ os
both sides [*Txo],in Somcr_'Tracts,ad¢tt, x8x$,XIII, S.
4Letterto Pitt,_Ied.,xSoI,p.22,andaFlmadix,ix_ Intestimony

were an ad_ to the drculatiuSmedium;they were oaly one of the mmW

•Papercve_,,Sau,p.SS.
.Rev_dSua_'_.m_oathee_rTofmneyaad,_a,m_'_

vedete,XItI (_8a8),Sa.
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radically to change his monetary views, in I8x2 claimed that
checks and bills of exchange were more important elements in
the circulation than bank notes) Samuel Turner pointed out that
"A country bank was a kind of clearing-house, where, without
any actual interchange of notes or money, the greater part of all
payments between man and man was effectuated by mere trans-
fers in the books of their bankers. ''° Senior stated that deposits
subject to check were more important banking instruments for
making payments than were bank notes. 10 Other writers, while
denying to bank deposits the dignity of constituting an independ-
ent element in the circulating medium, conceded that they were
"economizing devices," which rendered a smaller amount of bank
notes sufficient to mediate a given volume of monetary transac-
tions, ix

There might be debate among economists today as to whether
bank deposits are "money" or are "currency." There would be
general agreement, however, that they are, like bank notes, means
of payment and therefore a part of the circulating medium. Many
early writers, however, insisted that bills of exchange were also
part of the circulating medium. Henry Thornton, in I797, in-
cluded as "means of payment," not only coin and bank notes, but
also bills of exchange "when used as such," i.e., when they served
as a means of final settlement of a transaction, t2 An anonymous
author wrote in I8o2 that "Cash, or ready money, when con-
sidered as the medium of payment in a commercial country, com-
prehends every species of negotiable paper .... ,,is Ravenstone
stressed the importance of bills of exchange as a means of pay-
ment, and declared that "I do not know how this species of paper
has entirely escaped the attention of those who have treated this
subject. ''14 Burgess, _ Parnell, le and subsequently many other

•AmEs_a,j os mone:yand paper_y, xSx2,p. _99,
"Cmu;deratio_ w_r_ the _e, co_wrce asd _fa_Br, of the

Br_i_ Ewtpir¢,_, p. 54.
"N. W. Senior, Three lectclre#os the _ of _heprecio_ _t#als.

aded., z83o_pp.2x_aa.
a C£ the Bsdlios Report, xSIo,p. 63.
mRe_r_ gt the Lords Committeeof Settee'S, l_, p. 7Z.

aPiercy Ravemtone,d tee _ ¢J to the _rvec_s: of _

"Holy Burt_u, A letterto... GeorgeCemi_7, xSa6,p. _l.
" _ Henry Pamdl, Ob_n.auio_ o_ paper ._J,t_, _d ed., _8_ _ 7_.
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writers, included bills of exchange as parts of the circulating
medium.

Some writers included "credit" as a part of the circulating
medium, but meant by "credit" bank credit, and regarded it not
as an item additional to bank notes and bank deposits, but as the
source from which the two latter items arose, aTBut other writers,

: most notably J. S. Mill, included credit in a broader sense as an
i element of "purchasing power" :

The purchasing power of an individual at any moment is not
measured by the money actually in his pocket, whether we mean by
money the metals, or include bank notes. It consists, first, of the
money in his possession; secondly, of the money at his banker's, and
all other money due to him and payable on demand ; thirdly, of what-
ever credit he happens to possess. To the full measure of this three-
fold amount he has the power of purchase. How much he will employ
of this power, depends ulxm his necessities, or, in the present case,
upon his expectations of profit. Whatever portion "of it he does
employ, constitutes his demand for commodities, and determines the
extent to which he will act upon price.... Bank notes are to credit
precisely what coin is to bullion; the same thing, merely rendered
portable and minutely divisible. We cannot perceive that they add
anything, either to the aggregate of purchasing power, or to the
portion of that power in actual exercise. TM

Modern writers on money as a rule include specie, government
or bank notes, and bank deposits payable on demand by check, as
constituting "money," or the "circulating medium," or the stock
of "means of payment." They exclude bills of exchange and
promissory notes, and treat checks as merely the instruments
whereby bank deposits are transferred or "'circulate" But during
the early part of the nineteenth century bills of exchange for small
amounts were still commonly used in some parts of England, and
especially in Lancashire, as a means of payment between indi-
viduals, and sometimes passed through many hands in settlement
of transactions before they matured and were caneded. To the
extent that the receivers of these bills passed them on to others

2,Fullart_a, per ¢ma_ _ that only _ with an Intrinsicvalue
equal to its face _ was"mmaey,"_td that all other _ of ¢x-
eha_ it_di_ l_ak no_ I_lk _, =ad !_ d _ehan_ were "cr_lit"
(0_ t_ re_d_m'onof curr_6ci_s,_l e& t845, PP.]5 ft.)

"J. S. Mill, review of Tooke and Tin'rein, W_ _,,ax_, XLI
OS¢O, Sgo.gx.
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m before their maturity in payment of debts or as payment for pur-
chases, they functioned just as did bank notes and were properly
to be included in the circulating medium. As one contemporary
writer, Edwin Hill, pointed out, anticipating Francis Walker's
dictum that "Money is that money does," the correct test of
whether something is "currency" or not is not what it is, but
what it does; bills of exchange, to the extent that they settled
transactions without involving the use of any other medium, acted
as currency. _" But even when bills of exchange do not pass from
hand to hand, they are still entitled to be ranked with checks as
instrumentalities whereby bank deposits are transferred, provided,
as was generally the case in England, these bills were made pay-

able at the .acceptor's bank and when they matured were passed
through clearings and credited to and debited against bank ac-
counts in the same manner as checks.

In including personal command over credit and individual
claims on other individuals as part of the stock of "purchasing
power," J. S. Mill went too far. If valid individual claims to
immediate payment are included as means of payment, then indi-
vidual liabilities to immediate payment should be subtracted there-
from. Since these items are necessarily equal, they cancel each
other, although they may in practice affect in different degree the
willingness of the creditors and the unwillingness of the debtors
to use their cash balances in other transactions. The case of com-

mand of credit in making purchases presents more difficulty. If
all who can purchase on credit were simultaneously to do so, prices
would rise even if demand deposits and notes in circulation re-
mained unchanged in volume, for it is purchases which raise price
levels, rather than payments for purchases. But the maintenance
of the higher level of purchases requires, after some interval, an
augmentation of the volume of payments, and this in turn re-

SEdwln Hill, Principles of cm're_ty, 1856,pp. zos-e6. R. H. Walsh later
imprtmedon this analysisby pointingout: (I) that credit instrumentsreduce
the *m_,sr of _ for which"money" is neededonly when they are
tra:lmngedfor goods or servicesand increase the tmmberwhen they are ex-

for money: (z) but that evea whm the me of credit i_
incrcMesthe_ ofu-ansactlonsinwhichmoneymustbeused.aswhento
makea .gaymentin another locality a personbuys with moneya bill of ex-
dm_ whichthe recipiemcasheska- mmaey,the amoa_ of _ daringwhich
muoeyis muployedto effect the tram_ nmy be less flum if no bills d ex-
dm_ were used.--'_3bservatioman the grid crlm." loKr,n_ o/ the Dabl/m
Sf_ti_calSodety.I (x856),Ig.
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quires either more means of payment or their greater "velocity"
or rapidity of use. But the whole discussion as to what is and
what is not "money" retains the appearance of significance only
while velocity considerations are kept in the background. What
mattered for the currency school-banking school controversy
was the extent and the causes of the fluctuations in the volume

i of payments, i.e., of amount of money times its payment velocity,
and therefore the wrongful inclusion as money of something
which did not serve as a means of payment was of little conse-
quence if its velocity coefficientwas recognized to be zero. More-
over instruments which were not money at some particular mo-
ment could be so at some other moment. In this connection bills
of exchange, time deposits, and overdraft privileges could be re-
garded as a sort of "potential money." The quality which one
writer attributed solely to bills of exchange, as the result of which
"they can be either kept in the circulation, as media of payment,
or withdrawn from the circulation, and held for a time as interest-
bearing investments, ''_° was possessed also by time deposits, which
could without much delay be transformed into demand deposits.

That differences in their velocity of circulation were the sig-
nificant basis on which bank notes, deposits, and bills of exchange
could be distinguished from each other with respect to their pos-
session of the qualities of "currency" was by no means over-
looked during this period. The existence of such differences was,
indeed, the main ground on which the currency school refused to
include deposits and bills of exchange, with their comparatively
low velocity of circulation, on a parity with bank notes as parts
of the circuhting medium. This could be conceded to the cur-
rency school, however, without atctpting their conclusion that
deposits and bills of exchange should be treated as not constitut-
ing any part of the circulating medium, and should have ted only
to the assignmem of greater weight to a given quantity of bank
notes than to the same quantity of depositL This was in effect
done by several writers. Gilha__gfor instance, although insisting
that deposits were means of payment just like bank notes, argued
that the extem _ which fhey perform the fmmtions of money
must be _, "not by the amount of the delmsits, but by
the amount of the transfers." Because o_ deposits payable on
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demand could be transferred, he considered only such deposits as
a part of the currency. 2xLongfield, similarly, held that the greater
velocity of circulation of bank notes was a significant, but the
only significant, difference between deposits and notes, in so far
as their influence on prices was concerned. 2_ J. W. Lubbock ex-
pounded the same doctrine for cash, checks, and bills, with the
aid of an algebraic formula which has close resemblance to Irving
Fisher's celebrated "equation of exchange. ''_

Although the members of the currency school all supported a
system of currency regulation which would place the issue of
bank notes under rigorous control but would leave deposits wholly

JtuThe currency: banking," Westminster retdew, XXXV (1841), _-IOO.
_ "Banking -and currency, IV," Dublin University magazine , XVI (I84o),

613.
m [j. W. Lubbock] On currency, t84o, pp. _) ft.
Lubbock's formula is Xax + E = A +mB + nC,

where _--ax = the sum of transactions (a) at prices (x) during a given in-
terval of time ;

E----- the sum of transactions not involving prices (gifts, tax payments,
payment of acceptances, etc.) ;

B= the total amount of bills of exchange in existence during the
given interval of time;

tab----the total amount of use of these bills during the given time in-
terval in the settlement of transactions;

A = the total amount of check transactions ;
C = the total amount of cash;

nC = the total use of cash during the given time interval.
The terms m and n are thus velocity coefficients. There had been earlier

algebraic (or arithmetic) formulations of the equation of exchange in which
tim velocity of circulation of the means of payment had been expressly provided
for. (Cf. Henry Lloyd, .dn essay on the theory of money, 177I, p. 84; The
theory of money; or, a practical inquiry into the present state of the circulating
medium, lSXI, pp. 42 ft. ; S_ Turner, A letter.., with reference to the
expediency ol the resumption of cash payments, _I ed., I819, pp. 12-_3.) But
Lubb¢_ was, it _ew.s, the first to provide separate terms for, and expressly
to provide for, different rates of velocity of the different items in the circulating
medium. Lubbock also makes some penetrating comments on the relations be-
tweea the variables in iris equation and on the need for and difficulty of finding

the quantitative values for all of these terms.
The alternative "cash-balatme" approach to the problem of money goes back,

as Ma_hatl pointed out, to Petty and Adam Smith. It was expounded elabo-
_y by _yt (The tmitter_d di_tlo_ry of trade and commerce, 4th
ed., _7"/4k a._Ie "Ca_"). It makes an occasional appearance in the literature
of tim lmd_ trader emmdaati0n. Senim- tmdms imidental use of it. his devel-
oped at tome hmgth by Rid_d Page in testimony before the Committee on
Baala ef Ium. ra_e (Rem_, pp. 64-6s), and _ comment,on Page's

m his _B-_ and tread'y," LM_ V._er_y _, :&to
(XVD,-_3.
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free from interference, they did not agree on the grounds which
justified this discriminatory treatment of deposits and notes? 4

Torrens freely conceded that bank deposits and bank notes
were coordinate means of payment and acted similarly on prices.
He claimed, however, that payments in specie and notes bore a
constant proportion to payments by check and that an expansion
of deposits could therefore not take place without an increase of
gold or notes ;25regulation of the volume of note issues thus auto-
matically involved regulation of the volume of bank deposits? _
Sir" William Clay conceded the similarity between bank deposits
payable upon demand and bank notes, *_ and even admitted that
the latter were a subsidiary circulating medium, and one whose
importance was bound to decrease. _ He nevertheless insisted that
the issue of bank notes needed to be and could be closely con-
trolled. As for deposits, however, he knew of no practicable means
of controlling their volume, and in any ease there was no desire
for such control in any quarter. _

**Cf. Report ]rom [Commons] Select Committee on banks o] izsue, I84o:
evidenceof Lord Overstone (Loyd), pp. 2z2, 28z ft.; Norman, p. z43; Sir
Charles Wood,pp.50 ft. On one point they were in agreement.The holder of a
bank note was more entitled to protectionagainst loss than the holder of a
check.Bank notes were a commonmediumof hand-to-handcirculation,used by
all classes,includingpersonswho were in no positionto informthemselvesas
to theirqualityor to beara loss. Checks,on the otherhand,were used mainly
by businessmenandthe well-to-do,whocouldbetterprotectthemselvesagainst
Ioss.

mEven if the proportionof paymentsin specie and notes to paymentsby
check remainedconstant,this wouldbe valid only if the relativevelocitiesof
circulationof depositsand notesalso remainedconstant.

aReply to the objectionsof the Westminsterrevit_, 1844,pp, I6-x7. To this
argumentthe bankingschool replied by citing s_atisticaldata purportingto
show markedshort-rundivergenciesbetweenthe fluctuationsin deposits,in
note circulation,and in volumeof bills of exchange outstanding.CL Wra.
Newmarch,"An attemgtto ascertainthe magnitudeand fluctuationsof the
amountof kills of exchange.., in... circulation,"lourna/ of Stat/_t/ca$
Society ol London,XIV (I85x), 154ft.,and,for anattemptbyan adherentof the
currencyschool to meet this argument,cf. G. Arbuthnot,S/r Robert Peel'z Act
of z844•. • _icated, z857,p. 3o.

Remarks on the e.r_iiency of restricti_ tke issue of promissory nolez,
z844,pp. z4 ft.

a'Notes, indeed,maybe consideredas ancillaryto deposits,theirhnmiom
_ing wherethoseof depositsend;theyate requiredeelybecausebank-
ing is not maiversal,andwill alwaysdiminishin quantityasthe practiceof
lmrddngis morewidelydiffused.The sameconsiderationsof economyandcon-
_, whichhave led to _._e_stitnt_ _f rotes |or melalticroomy, tend
evid_ly, _ no doubt_ inferiorloree, towardsthe further_
tionofdepositstransferableby chequesfora notecircnlalio_"(Ibm.,_ x9.)
"Ib/d.,pp._6-27.
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Norman's main argument against the inclusion of deposits as
a part of the currency was that the velocity of circulation of de-
posits was much less than that of bank notes or coin. s° He also
claimed that the volume of deposits and bills of exchange was
dependent on the volume of underlying credit, which in turn was
regulated by the amount of bank notes and coin, and that in any
case the influence on prices of these "economizing expedients" was
only "trifling and transient.''3*It was no more reasonable, more-
over, to object to proposals for regulating note issues because the
"economizing expedients" were left unregulated than it would be,
in the absence of paper money, on similar grounds to object to
the regulation of coin. m Norman argued also that all that the
currency school proposed was that the currency should be made
to operate as if it were a purely metallic currency; but even un-
der such a currency, i.e., even if bank notes did not exist, "the
trade in money, like other trades, would be occasionally out of
joint, although not probably so often or to so great an extent as
nOW. ''33

Overstone's case for limiting regulation to note issues also con-
sisted mainly of this argument that if a currency system which
included bank notes could be made to operate as would a cur-
rency system in which bank notes did not exist, that was all that
could be expected of it:

The utmost that can be expected from a paper-currency is that it
shall be the medium of adjusting the various transactions of a coun-
try without greater inconvenience to the community than would arise
under a metallic circulation._

*_Cf. his ev/dence, Report from Select Committee on basks of iasue, x84o,
p. 2o5:

The banking deposits of the United Kingdom may be estimated at the
very least to exceed zoo millitms sterling; and I confess, the notion that
that amount of banking deposits would performthe same quantityof
_metary functions as would be performed by an equal amount of bank i
notesandcoin (whichis the tr_e testof thesebeln_reallymoney),seems
to me to be a _ completely _le; and if I was not con-
vlnced upon general groimds, would induce me to be persuaded that it is
_ imorrect hyl_.he_ *o eonaiderlxmkingd¢t_ as ,o much m_ey,
_d as _o_,_ an _ quantityof monetary_netiom, as the same
amo_mof coin ¢¢ _ n_.

mLetter to Ci_,tca Wood, E._I.,os t_w,j. 0_ the_ o! eco_o_.isi_ the

" Ibld.,p.?4.
=Ibld.
mOverstone,R_ctlo_ moee_t_,d_ a _ o! Mr.... Pal_,r's _-

_a [xS_], Tma.,. p. 36.
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Deposits, debts owing, indeed credit in any form, may be made
the means of purchasing and paying, of adjusting transactions; and
they may therefore, in one sense, be considered as forming a part of
what has been called "auxiliary currency." But the whole superstruc-
ture of "auxiliary currency" forms a subject, distinct from that of
the management of the circulation. It may be raised equally upon a
metallic or a paper circulation, and the fluctuations which it may
undergo are subject to laws distinct from those which ought to regu-
late the substitution of paper for metallic money,ss

The final outcome of the discussion was that the currency
school agreed with the banking school that deposits and other
forms of "auxiliary currency" or "economizing expedients," as
well as bank notes, could be a source of difficulty, but that the
two groups appraised differently the relative importance of varia-
tions in the two types of means of payment as causes of cur-
rency and credit disturbances. The currency school were not pre-
pared to support government regulation of the cr_lit operations
of the banking system, but believed that statutory limitation of
the note issues would bring a substantial measure of improve-
momt. The banking school refused to support statutory restric-
tions on either bank deposits or bank notes, and maintained that
the strict limitation of the amount of uncovered note issue would

either have no effect or would operate to accentuate rather than to
moderate the fluctuations in business conditions, x

It is not sufficient, to refute the currency school argument, to
show that note circulation and bank deposits have divergent flue-

"Ibid., Secondlater to L B. S_, Esq. [ tS_o],Tracts, l_ _m.
wj. S. Mill claimed that the rtmricti_ of note issues wmld be nu_o_.r,

becauseto the ordinarymau whethercre_t assumedthe form of lmnknottt
or not wu a mere matterof convenience.'_/_ it supposedthat having credit,
and_ to Imygoo_ by _ ofi_ he _11 he _ from doingso
becau_ a bankeris prohibitedfrom oneparticldarmoded givinghim credit?n
This wouldmake it appearthat the re_ictlon d note issues wouldhave no
hnportantcomequemes. But he _ wedJ_tedthat it would cause
the interut rate to fJuctmtemor_ and during crises would accentu_e

of ¢r_t.--Review d Too_ andTm_n_.W¢ami_,_ rez,;_, XLI
(fl_14),_Z ft.---It is not evlde_ how _ views _mube rec0c____'tcd.But the
_that_ict_onthevolunmd__dmea_d
_nn_ m_ f_ to _dish e_Ir _-_,ose _ of _ tn g_eM_
_ to the n_ d t_ _ tm_ the __ _.tn_, _ n_
ralfidr_edmedthe_typ__rcalto,m_'_t
more_ than is ordlnffi_ glv_ to iC_,_ _fnn_ _
t_ _ d u_e _pe d me_s d _._mm_tmay _ez_ _n _ _ma _
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tnatiom, or even that there are divergent tluctuations in the
volumes of payments by means of bank notes and checks, respec-
tively, if, as the currency school assumed to be the case, the rela-
tive use of notes and checks is at any one moment, given the
circumstances and habits then prevailing, fairly definitely fixed,
and if the regulation of the quantity of notes does not of itself
operate to induce a change in these rdations. But given their
price- and business-stabilizing objectives, the currency school
should have proposed such a method of regulation of note issue
as would have resulted at all times, if vdocity is left out of ac-
count, in the desired aggregate volume of meaL¢ of payment, or
taking velocity into account, in the desired aggregate volume of
payments. Since the different stages of a business cycle are marked
by variatioug in the proportions between bank notes and deposits,
mere limitation of the amount of uncovered note issue would not

suffice, and no method of regulation of note issue would suffice
which did not make provision for cycikat changes in the ratio
between hank notes and deposits _.-__in th, ir rel_-_ velocities, as
w-allas for any changes in these ratios which the regulation of one
type of means of payment might itself tend to bring about. Since
these provisions could not be reduced to a simple formula, regula-
tion of note issue alone, though it might still operate on the whole
to make a "mixed currency" conform more closely to a "purely
metallic currency" than if left wholly maregulated, would fail to
bring about the desired res_-_ttswith respect to prices and the
volume of business activity. An addithmat _lty, with respect
to the timing of regulatory measures, would arise, if, as appears
to have been the case, the fluctuations in deposits preceded, in-
stead of being simultaneous with or following, the fluctuations
in rote issues, so that if atte_:on was confined to note issue alone
the danger signals would come too late__

If C_ J. M. _ ,4 treati_w o,, _L_, Z93_ II, 264 :
To regulatethe voh_ of bank-n_:esis a veryclumsy,slow, indirectand

methodof tzstdatiag the valunm of ha_-mm_ey. For while it
mayhe trtaethat the vol[mmeoE the baak-cm_ hears, a,tany time, a more
or Imadetezmiaedrtlativnsi_ to the volmm d baak-nmmy,the relation-

has beenst,ya_ changing,_ _ over long periods
u a resultof ¢hattgesof monetary_ and customs;whilst over short
periods flameis a ,er;_. tlme-lag, the retinae of tuk.money generally
cluml_g first, tm that a goatrol over Om _ of notes operates too late

the evll has helm d0lte [q a damlge iath¢ _ of bank-money
wtieh ,m_ have tatB placemue ma,,t_ mdier.
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During this period, however, the relative importance of bank
notes in the English circulating medium, while steadily decreasing,
was much greater than it is today. It is possible, moreover, to
defend the currency school against these criticisms, even if de-
posits are acknowledged to be coordinate with notes as means of
payment, if their objective of limiting the fluctuations in the
volume of means of payment to such as would exist under a

• "purely metallic currency" is accepted as adequate, and if it is
conceded that the variations in the proportions of deposits to
specie and notes under a "mixed currency" would correspond,
caeteris paribus, to the variations in the proportions of deposits
to ._pecie 1ruder a "purely metallic currency."

vii. THE TECHNIQUEOFCREDITCONTROL

The Record of the Bank of England.--In appraising the
record of the Bank of England during this period, allowance
must be made for the lack of an adequate statistical account of the
operations of the Bank and also for the absence of any serious
attempt on the part of the Bank publicly to defend its record. It
nevertheless appears to me that the evidence available warrants
the verdict that during the period from about I8oo to about
z86o the Bank of England almost continuously displayed an
inexcusable degree of incompetence or unwillingness to fulfill the
requirements which could reasonably be demanded of a central
bank. During the restriction of cash payments, it not only per-
mitred the paper pound to depreciate, prices to rise, and the
exchanges to fluctuate, but it repeatedly _ienied that there ivas any
relationship between these phenomena and its own activities.
William Ward relates that when be became a director of the

Bank in X8ZT, he "could trace nothing directly that could fairly
be said to constitute a plan or system" of credit management.
It was not until x827 that the Bank, upon Ward's motion, re-
seinded a resolution which it had solemnly adopted in z8z9,
which appeared to deny any connection between the volume of
its note issues and the level of the foreign exchanges, t The Bank
even after xS_7 apparently contltmed to be without any reasoned
policy as to its discount rate, for Ward, in x84o, could still write:

*Cf. William Ward, O_ _ _.._, tg¢o, t_ zz ff., aml his
¢vidct_ in Re/_zrt... ms #/w_ of _ dmrUr, zS_, p. I43. _
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I have often pressed on the Court the necessity of regarding the
market rate of interest, but I generally found it an unwelcome sub-

ject. Low interest was said to encourage speculation; and on my
enquiring the principle by which the rate should be governed, I was
told in answer, to look to the practice of our forefathe_rs?

The growing authority of Horsley Palmer and G. W. Norman
in the counsels of the Bank in the z83o's brought more en-

lightened pronouncements to the public, but does not appear to

have improved the practice of the Bank. The adoption of the
Palmer rule was a flagrant error, and the rule was repeatedly

violated in such manner as to make things worse instead of better.

The passage of the Act of z844 by huge majorities was evidence
of a general lack of confidence in the ability of the Bank properly

to carry out its responsibilities to the public. When the Act of
z844 came into effect, the Bank at once proceeded to act as if the

freedom from external control which the act left to the banking

department had also rendered unnecessary any internal control.
During this entire period, the management of the Bank showed

an almost incomplete inability to profit not only from its own
recent experience, and from the advice so freely offered to it by

outsiders, much of it excellent, but even from "the practice of

their forefathers" in the eighteenth century, s The Bank then knew

t On monetary derangements, p. I&
*Two doctrines expounded in I867 by Thomson Hankey, a former governor

of the Bank o/England, are of interest as revealing what views could still be
held in Bank c/rcles at that late date. First, he denied that the Bank of Eng-
land had any responsibility to come to the assistance of the market in times of
moaetary pressure: "The more the conduct of the affairs of the Bank/s made
to a_ina_te to the c_dnct of every other well-managed bank in the United
Kingdom, the better for the Bank and the better for the comnmn/ty at large."
(Tke principles of banking,z867,pp. z8 ft.) This was, in et_ect, a denial that
the Bank of England was a _central bank." Second, he held "that the amount
of ready money, or even to use the larger expvegion, d floating capital,/n the
_,,_'y at any oue momeat is a K_d qum_ity; _ part is taken or ap-
_ to the _e of m_y oue c_ is so nmch abstracted ff_m sll others,
or at lmst fi_n _me om of the others...." (Ibm. p. _.) Th_ was _ effect
a _1 o/the t_vm- d the _ _m to crmte _" dest_ me_ of

Not much could r_tstly be _ in the way of e_ve credit
¢o_ from a ¢eut_ bank _ _ _Eh _-_ p_m,'_

It is Imem3tealso that the pore"re_rd d the Bank dtwiag thls Oedod was
in 1art the result of a fatluee of its gevernan adequat_ to dl,ti_ between
their _ as central Imk ekiMs and _ interem as prlvate
budaeu me_ The tell of _p_m_n d_q this _ was net a _d_d

A _mtm_cary _niter uatd tlmt d _e _e _ of the Bm_ko_
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that there was a ommectiort between their disaamt policy and
their note issue, _ the one _, and the level of the foreign
exchanges, on the other, and that a contraction of their discounts
would operate to improve the exchanges and to cheek an ex-
ternal drain of gold. It recognized the difference between an
internal drain due to impairment of confidence and an external
drain due to a relative excess of note issue, and it was aware

that different remedies were appropriate for the two cases : coura-
geous extension of credit in the former and contraction of credit
in the latter. Until the Bank was exempted in *833 /ram some
of the provisions of the Usury Acts, variations in the discount
rate above 5 per cent were not available to it as an instnnnent of
credit control, but it made use of informal rationing, 4 of sys-
tematic borrowing from the market, and probably also of open-
market operations, during the eighteenth century.

Variations in Disaxmt Rate vs. Rationing.-_--From the be-
ginning of the nineteenth century, writers had expressed regret
that the Usury Laws prevented the Bank from substituting vari-
ations in the discomR rate for rationing as an instrument of
credit controL s When in x833 the Bank was exempted from the
Usury Laws, in so far as its loans of three months' maturity or
under were concerned, it was done with the approval of the
Bank e but apparently not at its request, and the Bank did not
make systematic use of this new ir_trument until after 1844,
and even then with a view too much to its own profit and not

_laad _ the periodzS3o-t_lT,six becamehadveat ia _847or earlier.

C£ abe T. H. WiUiam__ _a aaam/, cr_Ut,aad tmak,," 7_-
Mmr_m,r _m/So¢/,_, iS57, t_ _)

"la at hadstom imama_ of credit pnama'e,it remtt_ to Immal aml s_-
tma6e _. CLthe _atian d the Co_ of _ Dw.._, x_:

"That in _a_e, _,_aever the Ia'lh mat in _ dlwaaa, _'i on a_ daz
amom_ to a _ !ramthan it sl_l be resohnalh_ _[scomaton that 6y, a
promla Wolamim of _ lalb in inch laa_ as are mt _ _
able, w,_lk retmml io the lanm seaaq in the mine, _ithoat n_ipmlW _
naCem_ d the _r ,m_ in the _h, or the _i_ o_ the tlth _
_,a_. The _ resulatleaWillbe olmrved a. to [_.-,__._r] maes." C.aed

fll_, evidmeeof Mr, Paln_, plXs6 ft.; I/r, Not_mm,It
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enoughtoitsresponsibilitiesasa centralbank:The discoveryby
theBank thatthediscountratewas an effectiveinstrumentof
controlseemstohavesurprisedit,s althoughdozensof writers
hadbeenscoldingitforyearsforitsfailuretouseitmoreexten-
sively.

The arguments then used for the substitution of variations in
the discount rate for rationing were that rationing was arbitrary
and capricious in its mode of behavior, and that the fear to
which it gave rise, that credit facilities in sufficient quantities
would he unavailable on any terms in case of credit stringency,
tended to promote panic. Formal rationing seems to have been
pract_ed only at times of unusual credit strain. But even after
the Bank had adopted variations in the discount rate as its chief
instrument'of control, it still upon occasion made use of ration-
ing, in the form of shortening of the maturities of the paper
which it would accept for discount, as a supplementary instru-
ment of control.*

Open-Market Operations.--The present-day Hterature on
banking commonly treats open-market operations, or the pur-
chase and sale of securities by the Bank on its own initiative as
a means of currency and credit control, as a recent development
whether as ideaor as practice.10Given its legally and traditionally
fixed rate of discount, there was for the Bank of England even
during the eighteenth century no alternative to rationing of dis-
countsexceptopen-marketsellingoperationsandborrowingfrom
the market when it wished for any reason to increase its bullion
reserves. Since rationing meant refusal to its regular commercial
customersofdiscount of whathadhi_ertobeenfully acceptable
v_mercial paper, it was a drastic step which it could never
readily have taken in the absence of emergency conditions. We

"Ct.the __¢ism of the Bankin rids2_ect by the LordsC0mmltte¢on
dlstre_z84g,Report,p_ xxxv-xxxvlii_

s£_.theevidenced G.W. Norm_ Repo_lro_theSeltctCowanltteeon
Bankacts,xffO,partx,_ 3z9:"Wehave_ contrarytowhatwouldhave
beenamicilm_ _m_timlmwcr,m _s, _nd_h _ exercise,d raising
th_rm_of _ keeps_e dmmnduponm w_u ,,-_2ble dlmensions.
The_ m_ ot_ x_l_ions _ areIresimportam.Theratewe chargefor
our di,eem_ we _d. in _mrat, is a m_sdentehedc"

"Cf.the letterof T. kL We_miJ__ of the Bankof _ in
Rtpu__nJs_ S_ C_ _ _ _, zeO,z_xtlI, p.

C..L_ y. M. Kmm¢_A T_m_z,msMe,_,_,zg,,_H, 17o:"Thosedays
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know that during the Restriction period the Bank bought ex-
chequer bills in the open market Whenever it thcoaght the circula-
tion inadequate for the needs of the country but found no demand
for additional discounts at the traditional rate.n Ricardo regarded
the volume of commercial discount business of the Bank as too

small to serve as an adequate regulator of the volume of the cur-
rency, and he held that the conservative discount policy of the
Bank made it necessary that it be in a position to use other means
than increase in its commercial discounts to increase the amount

of the currency, if this was to be maintained under a metallic
standard at a sufficiently high level. TM He took it for granted that
under a metallic standard open-market operations would be re-
lied upon by the central bank whenever it desired to reinforce or
to offset the effects of automatic gold movements." After the
resumption of cash payments, open-market operations were with-
out question the main instrument of credit control used by the
Bank." It was reluctant to resort to the drastic step of formal

u Cf. the testimonyof SamuelThornton,Report from the Secret [Commons]
Committeeon the expediencyof the Bank resltmlngcash payments,I819,p. I52.

"Hansard, Parliame_ary debates, zst series, XL (May 24, I8x9), 744-
""If the fundsof the Commissionersbecomeso ampleas to leave them a

surpluswhichmightbe advantageouslydisposedof, let themgo intothemarket
and purchasepubliclyGovernmentsecuritieswith it. If, on the contrary,it
shouldbecomenecessaryfor themto contract theirissues,withoutdiminishing
their stockof gold, let them sell theirsecurities,in the sameway, in theopen
r_rket." (Plan for the establishmentof a national ban_ [I824], Works, p.
50"/.) "If the circulationof Londonshould be redundant.... the remedy is
also the same as that now in operation,viz. a reductionof c/rculati_ which
is broughtaboutby a reductlonof the papercirculation.That reductionmay
take place two ways; either by the _le of exchequerbills in the market, and
the cance_n_ d the papermoney which is obtainedfor thee--or by glvlr_

in exchangefor the paper,caactailiagthe paver as befor_ and
the gokLThe e_miag of the gold will not he done by the Commi.ione.;
that will bee6ected by the _1 operationof the merchants,whonever
_il to find gold the most _titat_e remittuee when the paper mmey is
redumhntaml excc.iv-_ If, on the ¢ontrvy, the eir_bfiou t_ Loutloum_re
too low, there_ betwo ways d_i_mz_ it.--by t_ pw-c_ # 9_sv_-

#aw_.ea _ the market, and the creatitmof wowpapermoney for the
_ ; or by the _at'wa an_ _ by the _ of a_
baitioa, fa_rthe _ewchaseof wlf_h new gager momy woald_heerented. The
inWormlm wo_l take Oaee t_a _ oVaafa_ . _ mser
hlh to ke a _,_itable artieh of imgcet whea the mmem d emnaey l,
_" (Ibid., p. 5m _ notin mr_im_)

" _ lmt_l m_r++ol_ to _m_rtl_ _ or =+eof_ _
have ar_ effea on the veleme ef aete _ on tlm grmmd that it waald
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rationing of discounts when it wished to contract its credit opera-
tions, and it had no means other than open-market operations of
increasing the volume of outstanding bank credit when the de-
mand for discounts at the traditional and legally the maximum
permissible 5 per cent rate was insufficient either for credit con-
trol objectives or for its own income objectives. Under the
Palmer rule, which called for the maintenance of the securities
held by the Bank at a constant amount once the desired balance
had been attained, the only scope for open-market operations
would be to offset variations in the amount of commercial paper
held by the Bank by counter-variations in the holdings of govern-
ments. The critics of the Palmer rule, when they insisted that
"forcible operations upon the securities'" would sometimes be
necessary to check a drain of gold, or to make the note circula-
tion expand to the same amount as did the gold reserves in case
of an influx of gold, meant by such operations sales and purchases
of government securities in the open market as well as contrac-
tion or expansion of commercial discounts. Norman, in fact,
testified in 1832 that, given the restrictions of the Usury Laws,
open-market operations were the only practicable means of regu-
lating the note issue, TM and Palmer, before the same committee.
stated that if contraction was necessary the Bank would sell
exchequer bills first, and would contract its discounts only as a
last resort and only if the market rate of discount exceeded the
legal maximum, le It was common knowledge at the time that
open-market operations were the main reliance of the Bank when
it wished to act on the volume of its credits outstanding, t_ Prob-

of _$, _1 ed.. 1845;pp.96 ft.; JamesWard,The true actiono] a purely
meta_ c_rescy, I848,p. 43.

zs-l.cerfla,_h_ly think that if the issues were to be regulatedin one way or the
other, I shouldmuch preferexchequerbills. Under presentcircumstances,I
cemider it quite impossible,without at times doing immensemerc_tile mis-
chief,tOattemptto regMatethemby discounts.The usmTlawsatofleare quite
decisiveuponthat point_"(Report... on the Bank o_Englamtcharter, 183z,
_. _)

lbid_ 1_ x6-zT.
"Cf. the evidenceof Oversm_ ibid,, _ 249; Ridu_ Page, Ba_ end

bam_. x84_p. _3_. C£.also E. S. Cagey, ,4gr/cu/tm,Md/_s_--MJ_er stand-
ard, z835,p. 4a (a ze._t of a speechin the Houseof Commons): _Vhenever
the _ (it is well known) wishes to enlarse its circulation,it buys up

ever, l_ary i_.xDea,,4 _ _.et,_w,_ of the _ of _heBe=k of t_ta_t,
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ably more important was the fact that prior to the passage of
the Act of z844 the Bank of England never lowered its commer-
cial discount rate below 4 per cent, and after resumption of cash
payments the market rate, except at crisis periods, was as a rule
substantially lower than the Bank rate. zs The Bank, in conse-
quence, lost most of its commercial discount business, and except
at times of financial pressure what remained consisted largely of
special accounts paying less than the nominal rate. 19

There was little discussion, however, of the technique of open-
market operations. One writer claimed that when the Bank wished
to contract its note issue, the order of its operations was, first,
to raise the discount rate, second, to sell government securities,
and finally, if these did not suffice, resort to "putting on the

gd eeL,I83-3,PP.57-58: "Whenclrcumstam_ arise to amlreit necessaryto
lessen the amount of paperin circulation,the process by whichit mustbe
effected,is by issuinga less amountin accommodatingtrade; for when the
p_ce of the fimds is greatlydepressed,as is always the*cue when a large
contractionof paper is indispensable,the Directorscannotsell exchequerbills,
or other securities,withoutincurringan increaseof loss.... "

t CL A. H. Gibson,Bank rate; t/w banktn"xmale mecum, 19zo, pp. !_6-$7.
Palmer,however,had test/fledin x83a that the Bankc,_ged only 3 per cent
to countrybanksfor the discountof their bills (Report . . . on #i_ Bank o[
England charter, z83a,p. 33), and it seemsclearthat a substantialfractionof
the Bank's discountingwas done at leas than the regularrate wheneverthis
exceededthemarketrate.The Bank,on the otherhand,hada nmnl_ of ways
of evadingthe legal m of $ percent. (CL Tks _¢, g/m_ by Lord
Ozcraor.¢ be[ore tits ... cofamittu ... of I&J?, o_ Bank acts, x858, Pt_
zo4-o5.)

_'Testifyingin z848,Goveraorlames Morris of the Bank of Rngtandpve
the followingexVhnatm of the reuem _ the mm_ extensiveresort by the
Bankafter _844to variatiam in thedi_mm _te:

Previousto September.1844.the minim rate d di_ chargedby
the Bankof Englandwas for a long periodact less than4 per cent; the
ccmeqaeacewas, that whennamey was aixmdant,andthe currentrate of
interestbelow4 percent, the only means the Bankhad of Settingout its
notes was by the purchaseol securitY; when _e ¢.=_em rate of interest
was high, a de,__-d naturallyarme for discoeat at the _ and the
Bank wasthenoblizedto rezortto thesaled KemP."-'_ for the Wnlpo,e
of ob_ note=fromthe publl¢to meetthe d=ma=LThis Wraeti=of
baying securitieswhen money wa_ abendam mul the _ high, and of
_'_Z. _;ties whea money wu mw:e amiebe la6ee few, tamed a loss
to the Bank and inem[_] in the mmey-mrket which it
de_ra_ to avoid; it w_al_ _ _ that a _ ef

e_mas. _ umber_ (_port fro,, abe [_l
S=_.rt Cmm/m_. m. ceJ=s¢_d aY=_,,_,_ _ ef _, PP.
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screw" or rationing. _° It was pointed out that from the point of
view of the Bank open-market operations suffered from the
disadvantage that ordinarily it would be when securities were
low in price that sales would be in order and when they were
high that purchases would be made. 2z During the crisis of z847,
the Bank, to escape the capital loss which would be involved in
selling government stock, and to avoid arousing as much atten-
tion in the money market as would be involved in openly borrow-
ing from the market, sold government securities for cash and
at the same time bought an equal amount forward, thus in effect
borrowing from the market. _ In z875, and later, it appears to
have resorted to analogous practices.

Internal _nd External Gold Drains.raThe banking school
regarded it as one of the defects of the Bank Act of 1844 that
it failed to provide different treatment for an internal and an
external drain on the Bank's gold, but in both cases aimed at
fordng a corresponding contraction in the note circulation. They
maintained that an internal drain due to mistrust called for an

expansion instead of a contraction of credit, n Palmer, in x84o,
made a further distinction between external drains due to tempo-
rary causes which could be allowed to correct themselves and
external drains due to a fundamental disequilibrium of price
levels which could be corrected only by forcing down prices
through contraction of credit:

"IL Coddmrn,Rem_/tx a_ prem///_ evvorsrup_c_n0 currenc_and banb-

'_J_ Ward, The _e act/oreof a f_wrd__//c cwrr_y, x848,p. 39.
David Salom0m thoughtthat the Bank madea mistakein ordinarilyusing
exchequerbills instead¢ffLq_'nment stock in its ope_x_arketoperations,as
the latter would depreciateless underfocced sale. He _, therefore,
thattheBankarrangetoborrowstock_-ouitheSavingsBankCommissioners
whenneededforo_ea-marketsales.(A ideateoftheioi_.._ocltban_,ad
ed., z837,I_ 34-35)He fails tomakeclearwhy hethoughtthatshort-term
seearlties would depreciatemore dari_ a erisls than lons_ bonds,
al_m_ he believedthat_ehcqner billshad a _ marketand that short-
termrates rose amte d_hrg a crisis than did lob-term rates.

aS_R. G. ttawa_. The _ #t ce_n_//am_g, :_, p. x5:, and the testi-
molrl_ James _, Goverlwrof the Bank. in Report fro_ the Secret
Co_ [Ot tl_ Hmu_ o_ Ccm_-_.'_-Ion _ cocw.erd.aldixtress, :848, pp.

In :8_, the Governorel the _ Wer_li_ _ the Act o_ :844
onthemine_¢rauad_SeehisletterinReport _ the Select Commiueeon
ba_ acU,_, Zar_H,CC.z,a.
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I think the Bank are always called upon to look for the cause of
the drain as far as they can form an opinion upon it when it corn-
mences, and to act upon the best opinion they can form of the
occurrences then passing. There are two causes that will act upon
the bullion of the country; one I take to be the deranged state of
prices between this and other countries; the other, distinct payments
which are to be made to foreign countries without any derangement
of the general prices; if of the latter character, . . . that payment
being made, and the commerce of the country not being deranged,
I believe the bullion and currency would gradually resume their
former state. If, as in the year I825, a great derangement of prices
existed, then it would only be by an adjustment of those prices, with
reference to foreign countries, that the drain of bullion would he
stoppedY4

J. S. Mill drew similar distinctions between internal drains,
external drains which were self-corrective in character, and ex-
ternal drains which could be checked only by a change in relative
price levels, and criticized the Act of x844 on flae ground that
it forced the Bank to apply identical treatment to all three types
of drains. _ He claimed that a mechanical rule for the regulation
of note issue was objectionable because it would prevent different
treatment of the different types of drains, _eand he heId that there
would ordinarily be no difficulty for the Bank in determining the
character of a drain, as the cause of a drain was generally
notorious, m

t, Report trom Select Committee os franksof issue, 184o, p. t38.
sPrim'ifle$ o[ political economy [I848], Ashley ed., p. 665; /b/d., in Report

from the Select Committee on bank acts, part I, 1857, p. 18a. James Ward
(The Bank of t_nglaad _,stified in their present _ourse, t847, pp. a4 if.) also
claimedthat the rule o[ co_-acting the circulationwhen a drainof gold oc-
curredwas properly applicable only when the drain was external and was due
to international price di_-'qafflil_imn. Futlarton in an elaborate di_ussion of
drains comaim'ng much which is wduable argued that all draim were ultimately
_, andthat in the ,m;, the Bank¢ff_ had pow_ to dteck
a drainonly after mostof the damagehad beendoneand the drainwouldin.
any case soonhave c_ (On d_ regulaaonot eva,verities,_l ed., x84S,pp.
_6-7_ )

"C[. also Lord Ashtmrton(Ale.xamder_), The g_mu/at and ¢om-
metaled crisis comldered, 4flt e_, z847, p. I5: Extenud draim arlse from
differentcauses and t_-_fore call for _fferent treatment; "_ can be
more abmmfly premtmptoo_ than to sttltetitute _ in mtcia a atse for
htama _" Also JohnG. H,_ (g_-m Addlngt_), The acrr_'y

_ c_U_, Ia43,t_ _9.
t, Report _rowt the Select Committee on ba_k acts, part I, I857, F_ l_ Cf.

Mill's nmmommtum to the French E_e, zSO/, V, At:
Une bar_ee diri,_ _ar de. hommescapables,dis qee sa _ o_-
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The distinction between external drains according to their
causes is valid and important, but Mill exaggerated the ease with
which they could be so distinguished in practice, especially in a
period of scanty statistical datafl s A drain, moreover, which is
distinctly of one type in its origin, may imperceptibly become a
drain of another type, or may, by causing alarm, give rise to
another type of drain as well. _

Mill was in error also when, following Tooke, he held that
while prior to I844, and also under a purely metallic currency,
a drain would generally be met from the "hoards" of bankers
and merchants, under the Act of 1844 it must necessarily come
out of the circulation, s° A contemporary writer pointed out the
ambiguous way in which Mill here used the term "circulation."
Mill's account of the manner in which the Act of 1844 must
operate was correct only if by "circulation" he meant the "gross
circulation" outside the issue department. But this gross circula-
tion included the notes and bullion held by the banking depart-
ment as well as whatever reserves of notes or bullion were held

outside the Bank of England. These reserves outside the issue
department, however, constituted "the identical hoards from
which, as he so truly argues, when speaking of a [purely] metallic
currency, nearly all drains must be taken." Mill's criticism of the
Act of I844 would be valid therefore only if under it drains must
come from the "active" or net circulation, which was not the
case.as The Bank, in other words, was still able, under the Act

meuce i sen aUer, trouveradam sa cotmaissancedes ant&_ents com-
merc_ux le moyende reconnaltreles causes l_rticuliers qui ont produit
l'&mulement;die saura si le _re tend A sortir en quantit_ind6finie
ou seul_m_t en qmmtit6

mCf. William Fowler, T/_ cr/_ of I866:,4 film_-;.de$_:y, x867,p. 44:
The directorsof the Bank,and othermenof practicalexperience,do not

agree with Mr. Mill as to the facility of distinguishingthe causesof a
drainof bulfion.

zbC-_. I. C. Wi-_'i G _Olg_ og t]_ 6"_lgt_y, _4I, p. II : "uIIdcr _ prcfl_llt

systmg a foreigndrainis always likely to producea domesticone." CL Over-
gto_ I.,_ of Mc_t'catoron t_ Bo_l¢ c_$arteract, I855-$7,pP. 54-55:"A
drain d lmllkmmay arise from the joim o1_i_ of several causes; indeed
it ia zddom otherwise.Who is to say how ameh of the drainarises fromone
_aad how much from aaottm- came? Such a distinctionis utterly im-
practicable.... A drain of _ whateverthe cause of it, woult_ produce
a contractionof mmdlie moa_; it ought,therefore, to be met by a corre-
sponding_m_'a_o_ d the _per mone/" [_y becau_ such was the
laalzm d the Aet _ i"_].

"William Hooky, "On the bullionrmerveof the Bankof England,"Tr_tr-
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of x844, to discriminate in its treatment between different kinds
of drains, and to meet drains out of its reserves without contract-
ing its "active" circulation when it thought it desirable, if it kept
adequate reserves in its banking department. Mill, however, later
admitted in effect that at least as far as external drains was

: concerned the Bank of England could still deal with them as it
had had the power to do before I844, if it retained in its banking
department as large reserves as before 1844 had sufficed for the
Bank as a whole._

Adequate Reserves.--Gold reserves yield no income, and
banks operating for profit tend to reduce them to the lowest level
that seems consistent with safety. In countries with central hanks,
all other banks tend to rely upon the central bank to provide the
bulk of the gold reserves for the system as a whole. The Bank
of England was never legally charged with this responsibility,
and its obligations to its shareholders, who during this period
still held its stock primarily because they wanted dividends and
not as a social duty or because prestige attached to being a "Bank
proprietor," necessarily loomed large in the minds of its directors.
The other banks, on the other hand, behaved as if the Bank of
England were a true central bank, with full respor_sibilitiesfor
looking after the gold reserves of the natiorL When the Bank's
charter was renewed in x833, the government made a stiff finan-
cial bargain with the Bank, which reduced its earning power and
made still more onerous for it the maintenance of any surplus
reserves. The rapid growth of joint-stock banks in London fur-
ther deprived the Bank of England of a large part of its com-
mercial discount business, which had hitherto been the most
remunerative form of employment of its ftmds. As a result of
these drcumstances, the English credit structure was marked,
during the nineteenth century, by an extraordinarily low ratio
of gold reserves to aggregate gross demand liabilities of the
banking system. English banking statisti_ for this period are
too meager to make possible an accurate _._on of this
ratio,butitseemsthat,ctisregardithepmUa neg ag
amommof coinandbullionheldas reservesbythe join
_.d priwte lm_ it fall at tim_ to _ low _ _ tin- cent nnd
never between x85o aml x89o_ 4 per _

m_, Ashl_ _L, p. _4. The r_lut laum_ _ not ia _
editlon,ud Ashl_ amim_o_ _ 6ae d _ ru-sta_lmamu_
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From the late I82O'S" on to the end of the century a con-
tinuous succession of writers called attention to the inadequacy of
the gold reserves, but without any visible results. One writer
pointed out that the interest of the public in an adequate gold
reserve was so great as to render the cost of its maintenance a
matter of very minor importance from the national point of
view. He took it for granted that the terms of the x833 Bank
Charter made the maintenance of an adequate reserve a greater
burden for the Bank than it could bear. He therefore recom-

mended that the Bank should be required to establish, at the
expense of the government, an additional reserve, not to be
encroached upon without a warrant from the Treasury. s4 Richard
Page saw that the ambiguous status of the Bank was a source of
danger: "The" double interests and duties of the Bank--as the
proper institution for regulating the currency, and conducting a
profitable banking business--are incompatible. The two things
may often consist, but times will occur when they cannot be
preserved together. ''su He warned that the economy of the use
of the precious metals had already been pushed too far, and
that means should be found to restore the reserves to a saris-

factory level :

A banker is now encouraged to keep but a small amount of specie
by him; all his tran___tions resolve themselves into and are based
upon ready money, and yet he is relieved of all labor and anxiety in
procuring specie. The charge and responsibility of that obligation are
taken from his shoulders, and put upon the Bank of England. The
customers for gold in the market are therefore reduced to a single
body; who, if the gold comes, take it in, but confess that they do
not conceive it a part of their duty to go out of their way to obtain
it. This is an evil If every banker was obliged to market for himself,
we should soon find our condition amended,u

Every recent improvement in banking has gone upon the principle
that vre should retain gold as a standard, but bring it forward as
seldom as ixm_'ble,and scarcely ever touch it. The perfection of the

mCf.Burge_ ,4/etter to... Gtorge C,_/r,g, x826,pp. zzo, z23; Tooke,
/'[/#h_yof _'t.¢, H (1838),33031,andhisevidem:_in Report]rom,Select

u_ _ _ m _ _rrors rest,ect_ _ _ l_:le.
._#, zS4z,_X_57 fL

"Ibid., _
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theory would be a refinement of the thing into nothing, a spiritualiz-
ing away of the reality, until gold and no gold became one and the
same. Such improvers would make it "small by degrees, and beauti-
fully less," until it had vanished altogether, and ceased to exist other-
wise than argumentatively, s7

The Bank Act of I844 made the gold in the issue department
of the Bank unavailable for external payments, except as the
banking department had a disposable reserve of notes which it
could exchange for issue department gold. as The crises of I847
and I857, and the necessity of suspending the act in these years,
could in large part be attributed to the inadequate reserves against
emergencies held by the Bank. There was no lack of advice to
the Bank that its reserves needed strengthening, but such advice
was frequently accompanied by the recommendation that the
additional expense should be borne by the government, or by
the large joint-stock banks)' One especially forceful statement
was as follows :

*_lbid., p 40o. Cf. also, Lord Ashburton (Alexander Baring), The financial
and commerc:al crisis consulered, 4th ed., I847, P. 39, for a warning to the
supporters of the gold standard to "consider whether the desire to refine too
much on the absolute perfection of the standard may not endanger their having
no standard at all, and leave them to lapse into the Birmingham mire of
inconvertible rags."

= Cf. Richard Webster, Principles of monetary legislation, I874, p. I23:
An ample reserve of bullion is as necessary to the nation as is an ample

storage of water to a city, but both should be provided, not simply to be
looked at, but for use whenever the necessity arises .... The very essence
of the utility of a reserve lies in its being available; to lock it up is to
completely ignore the very reason for its maintenane_ Vary the conditions
on which it may be used by putting up the rate of interest, if nece-_ary,
but do not practically prohibit its use, or you at once attack the confidence
which it alone can preserve.

w Cf. "Tristram Trye," The incubus on commerce, I847, pp. 8-9 (if necessary,
the country should bear a portion of the cost of procuring and maintaim'ng the
needed increase in the stock of bullion) ; Adam Hodgson, Letter... o_ the
currency, x848, pp. 14 ft. (there should be an extra reserve for emergencies,
maintained at the public expense," to render unnecessary violent credit contrac-
tions); J. K Cairnes, An exe_aatim, into the prin_'pie$ of currency, I854,
PlX 73 ft. ; J. S. Mill, in Report [tom the Committee on bank acts, I857, part I,
iz _78.

T. FI. Milrm', after canvassingthe gossibilRiesas to the maximumexternal
drain to which England was liable, concluded that gm,ooo,ooo was an ample
gold reserve for external imgi, mes, in addition to a bullion reserve fmr internal
purposes of one-third of the note issue. (On the regulation of floating capital,
tS4S, p. 9o3 This would have requiredtotal reserves in XS418o_ about
_6,oeo,oeo comlpared to actual reserves of under _t4,ooo_eoo.

Homer Stamfeld proposed, as a substitta¢ for Tooke'$ scheme of an emer-



English Currency Controversies, 1825-z865 267

• . . we say with all the emphasis we can command, that the entire
question of administering the monetary system of this country re-
solves itself into the magnitude of the bullion reserve of the Bank of
England. The present system works badly, painfully, and dangerously,
because it has at the bottom of it nothing more substantial than the
five, six, or seven millions of reserve in the banking department.
But let the reserve be raised to such a point that on the average of
the year, or some more convenient period, it shall not be less than
say fourteen millions, and the whole complexion of the ease would
be changed. A transmission of three or four millions of bullion goes
a long way in these rapid days in adjusting even a large foreign
balance; and even four millions taken out of fourteen is a very
different measure, and leaves behind it a very different residue com-
pared with four millions taken out of eight or nine. Moreover, it
might be a by-'law of the Bank Court that for any fall of half a
million in the treasure below say twelve millions, the official rate
should be raised a half per cent, or in some other proportion to be
determined after due inquiry. It is pitiful and mean that a country
like this, containing millions of people dependent on trade, cannot
afford or manage to keep a bullion reserve so reasonably sufficient
for the amount and uncertainties of the business carried on, that
the arrival or departure of a few parcels of gold or silver produces
commercial sunshine or storm. °

It has been said that Peel was aware that the metallic base of

the currency was extraordinarily narrow, but did not think that
either the Bank or the people would willingly bear the expense
of broadening it. 4z The contemporary literature throws little light
on what the attitude of the Bank was toward this vital question.
Testifying before the Parliamentary Committee of 184o, Palmer
had in effect admitted that the Bank had not found the Rule of

z832 practicable. Asked to suggest a better procedure for the

gency_e maintainedat the expenseof the country,that a nationalbankbe
setup withauthorityto issueon loan at 4 percent £z notes to serveas sub-
stitutesfor sovereignswheneverthe rateof discountexceeded5 percent.When
gold returfiedto the country and causedthe rate of discount to fall, these
noteswould be presentedand canceled,as it would no longer pay to hold
them.(.4planfora natio_lbanko/fiz_e,_86o,pp.5-6.)

JsN. W_ wrhe recentfinancialpanic,n reprintfromBritish quarterlyre_v,
July.z866,pp. x$-z6.For earlier suggestionsthat the discountrate shouldbe
madeto vary with the amountof bullionreservesin accordancewith a more-
orqe_sdefinitePlan,see S_gestiozxfor tie reoulatiomof di_co_t by tie Bank
ofEngland_1847,and Tooke'sproposalsof I848, summarizedin 1".E. Gregory,
An i_roductios to Tooie mid Neunnarch'$A history ot prices,xg_ PP._Oa-o3.

_ AdamHodgson,Letter... on tie curreacy, I848, p. z3.



z68 Studies in the Theory of International Trade

Bank, he replied: "I know of no other course which could be
taken beyond holding a largeramount of bullion, but which I am
not prepared to say the Bank could do, without means being
devised to remunerate that establishment for the expenses and
charges that would attend such a measure. ''_ G. W. Norman, on
the other hand, denied that surplus gold reserves were desirable.
If the Bank had surplus gold reserves, it would not need to
contract its issues at the commencement of a drain. But "a for-

eign drain, however arising, would always diminish, pro tanto,
a [purely] metallic currency," and should therefore be made to
operate likewise on a mixed currency. The lost gold could be re-
covered only by a proportional contraction of the issues, and this
contraction would be less injurious if it came promptly than if it
was delayed. Surplus reserves would make the regulation of the
currency depend (in its timing?) "on the fancy or caprice of
those who have to administer the currency; while I think that the
contraction should be connected with a self-acting machinery,
that it should be regulated simply by the state of the English
currency, compared with that of the currencies of other countries
as tested by the exchanges; in other words, that it should exactly
conform to what would occur had we only metallic money. ''_

During this period discussion of the proper criterion of the
adequacy of bullion reserves was generally in terms of the mini-
mum absolute amounts of bullion "which, in the light of past
experience of external and internal drains, would afford full
safety to the Bank. Treatment of the question in terms of the

minimum safe ratio of bullion holdings to note circulation or to
total demand liabilities of the Bank-or of the banking system--
became common only toward the end of the century, and I have
found only two contemporary discussions of the adequacy of
reserves which were _ in terms of reserve ratios. One

writer, while conceding that the Pahner rule did not call for

= geh_rt from S_t Co_tu_ o__ of _=_, 184o,o.x36,
"_l._ertoC_m_desWood,gui.,M. P.osw,mwy,z84z,PP.9=f.Norman

later statedthat duringthe I89_'stheexcessofbanken"balanc_withtheBank

btmlmrgtmlmm_of tim lmlli_ rtttrv_ o_ tlz Btmk_ _ over ,dazt it

=aatl _ttaml _ia of gold wa=_ to _=re=a ri_ ia the imet,_ sate.

the _ tim _=ejelut-_d¢ llts =hould_we wlth _e _ af F-_-



English Currency Controversies, 182y-1865 z69

maintenance of the bullion reserve ratio at one-third of the

demand liabilities, claimed that the public had nevertheless so
understood the rule, and insisted that it was a better rule than
that of maintaining the security holdings constant. _ He pro-
posed "that for the future the Bank of England govern her
issues of notes (without reference at all to deposits) on the prin-
ciple of holding one-third of gold against notes in circulation. '''5
Another writer, in the same year, recommended that instead of
following the Palmer rule the Bank aimat maintaining a 5o per
cent reserve against its note circulation. He apparently set the
required reserve at so high a ratio because of his recognition that
bullion could be drawn out of the Bank through its deposits as
well as by presentation of notes and his belief that consideration
should also be given to the existence of private bank note circu-
lation dependent upon the Bank of England for its ultimate
bullion reserve. He conceded that a 25 per cent reserve ratio
would be adequate if the Bank followed the rule of withdrawing
£4 in notes for each £I loss in bullion. He called his proposal the
"principle of proportion," to distinguish it from "the principle
hitherto assumed as the correct one, and which may be called
the principle of diminution in equal amounts. ''_

The practice of extreme economy in the maintenance of bank
reserves did have as an accidental by-product the beneficial effect
that it guaranteed to the metallic standard world that as far as
England was concerned there would be no hoarding of gold and

that all gold reaching that country would quickly exercise an

influence in the appropriate direction for international equilib-
rium on interest rates and the volume of bank credit. But it

tended to intensify the growing tendency for instability of bum-
hess conditions within England itself. Without willingness at
times to maintain greater metallic reserves than were absolutely
necessary to secure convertibility of the paper currency and with-
out excess reserves which could be released during timt_ of
pressure as an alternative to credit contraction, there could be no

"management" of a metallic standard currency in the interest
of internal stabilization, and it is arguable that even the outside

"'A _' O_,'9_om os t/_ rr/_, _J6-oV, x837,PP.$ ft.
al/_r_ i_ x$

PI_xo_. I amiudeblmdto Mrs.MarionJ. Wadtei_ for thls reference.
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world had more to gain from greater internal stability in England
than it would have had to lose by the occasional "sterilization"
by the Bank of England of several million pounds of gold. While
the English currency was undoubtedly even then a "managed"
rather than a purely "automatic" one, the main objective of
management appears to have been to achieve the maximum econ-
omy of reserves, i.e., the maximum banking profits, consistent
with maintenance of convertibility. But the Bank of England
was not set up as an eleemosynary institution, and during this
period it probably could not have afforded to assume greater
control responsibilities without financial guarantees from the
government which could not be asked for without injury to its
prestige and which would, moreover, probably not have been
obtainable merely for the asking.

Foreign Securities as a Secondary Reserve.--In the hear-
ings before the Committee of 184o, it was brought out that the
Bank had given some consideration to the desirability of adopt-
ing the practice of holding foreign securities as a secondary re-
serve which would yield income while providing an emergency
means of international payment. In reply to questions, Palmer
and Norman agreed that foreign securities would serve equally
with gold for this purpose, with the advantage over gold that
they would earn interest while serving as a reserve. Palmer
agreed also that the sale of foreign securities would be preferable
to forced recourse to borrowing from foreign central banks as
a means of checking an abnormal pressure on the goldreserves.
Norman, however, thought that it would prove dL_cutt in prac-
rice to find suitable foreign securities whose salability in the
places with which the balances of payrrmats were adverse could
be relied upon, and Overstone was indiued to disapprove of the
practice, on the ground that it would serve as an expedient to
avoid resort to contraction of the note issue, which he regarded
as the only sound method c_fdealing with an external drain of
gold, and that it would tend to injure the credit of the Bank
abroad._

The dL_mssionbefore the C.mmnlt_ of 184o attracted some
attention. James Ward chimed th,._ the practice would prove
highly profitable for the .Bankof EngJaad--not only would for-
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eign interest-bearing securities be substituted for bullion, but
purchases of the securities would be made when the exchanges
were favorable to England and sales when the exchanges were
unfavorable, w/th an additional profit, therefore, on the turn of
the exchanges. If the Banque de France should also adopt this
practice, then "the joint operation would in fact be the same as if
each country kept a banking account with the other to draw upon
for the payment of any balances bet_,veen them without the neces-
sity of actually sending gold backwards and forwards for the
purpose; and it nmst, be-evident that such an arrangement would
very much diminish fluctuations in the rates of exchange. '''s

Robert Somers, writing in x857, comments as follows on a
suggestion made in a letter to the Times, recommending that
mint certificates of deposit of bullion be used as a meaws of
making international payments and thus of saving the cost of
transport of the actual bullion:

The bullionists [i.e., the currency school] are so format in adher-
ence to their principle, that they would consider gold in the British
mint a proper basis of n_ney, though the right to it belonged to,
and was d_g _i_ i_ _th_ country; but surely gold in another
_, the right to which resides in this, must be a fully better
secm/ty fro, British ,_u_,ency to rest upon. This is a distinction
_ty_ mater lhe Bank ¢hart_ act. ltis not the right of
_ in bullim, not the _ol over its movenmats and its pos-
N_SiOI_llt Ole mere pbce where it may happen to be lodged, that
fos_msthe sole _de of the Bank in regulating the rate of discoum.
Thou_ t]hewhole stuck of bulfiou in the Bank of England weTe in
the lxmer of a fme/gn capitalist, and ¢xadd be _ any hour he
dmse, lbe Act =ould mcqp_m it as a valid lm._ of paper money;
hat if l_ritil motalim seat t_h" g,old _'hr to Frame or
Anmlm, a_ _ smaitim e_m _b,_ _, sach _, these setmit_

It is erae that umJer the Act of x844 the Bank could not have
om._ _. emmrk_ to i_ aemum abroad, or holdinp by

foreignsemrltieas of imlmlinunmrveinthe/ss depart-
mere. l_t t_.ere =_m _ im the Act of z844 ao lmevem the
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Bank from treating gold earmarked abroad or holdings by itself
of foreign securities as part of its ba_/eing department reserves,
or, in appraising its reserve posiEmn, from taking into account
holdings by the British public of foreign securities and holdings
by foreigners of British securities.

Silver as a Reserve MetaL--The Bank of England before
"I844 bought and sold silver and always included its silver hold-
iugs at the market value in its returns of bullion held. tn x8x9
the Bank had opposed Baring's recommendation of _a,bimetallie
standard on the ground that "silver bullion answered equally
their _ of checking an adverse state of exchar_,e and a
demand of their gold from abroad, as if it were converted"into
a, cUrrentcoin."se The Bank in z844 asked that it_continueto:be
permitted to issue notes.against silver and that it be permitted to+'
co,.mtits silverdings,as partof in bullion reserves in, the
issue department.It claimed that foreigtt,remittane_ could often-
be r_de more +cheaplyin _ilver than in g_d, but tlaatt++hemati-
ations in the ma_ price of silver-were+_toeslight'to c+mpmasate
private concerns !or+holding it in stock, and were too slight alsO:
to compensate the Bank for holds +itunless +itcould c_unt it
as part of its issue depa,_amt reserve. ,The Act' of x844 gave
the Bank the right to issue :notes againl;t sllv_ riot tO exceed
one-fourth of the g61d held in the issue department, although+*_tie
Bank had askefl hhat this limit be set at i_ lower than one-third,
arid the Bank continued for a while to _plain that the rmaif
s_ by the a_t was too low?1

There is some e_'dence, however, that the attempt to operate
a t-,co-metal reserve under a mmmmetallic _ had not been+.+
very saceessfel. Daring the crisis of z8_5, it _paretaly requ+red-
the cooperat:_ of the ,Bmlquede France to enable the Batik Of
England to exchange silver for gold.ez According to Baring, dm'-
ing the crisis of x847 the _ at one time had upward of
£t_Seo,ooo in silver, for which it was unable to get gold in
exchange,u In awl case the Bank in t85o ceased to issue

mLomlAsMmr_ (AlmmaderBmq_), T'_ _ mug_m..er+_
,m,i++.,_ re<v._..¢+

"el. _ Ire., t_ ILo,,"_lCom._++ [ml ._ .-+m_,.-"_ _'_+Irum,_.. +
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silver, except for a minor resumption of the practice in 186o-61,
when, to help the Banque de France, it exchanged £2,000,000 of
gold for silver on the basis of a repurchase agreement. _

Cooperation between Central Bank_wThe Bank of Eng-
land found itself forced, no doubt very reluctantly, to appeal to
the aid of foreign money markets on a number of occasions.
In I836 the Bank of England, by arrangement with the Banque
de France, drew bills of credit on Paris for over £400,000. This
transaction was not publicly acknowledged until I84O. In I838,
while the Bank of England was under pressure, it arranged with
the Governor of the Banque de France, who was in London at
the time, for credit in Paris to be drawn upon if needed. In
I839, as the gold reserves of the Bank of England were approach-
ing exhaustion, the Bank of England took advantage of this
arrangement. As the Bank of England was not accustomed to
draw on foreign countries, and the Banque de France made
loans only on bills of exchange bearing French names or on
French public securities, the transaction was carried out with
the aid of intermediaries. Baring Brothers, on behalf of the
Bank of England, drew bills on twelve Paris bankers to the
extent of £2,ooo,oGo, which the Banque de France, in accordance
with the arrangement, discounted for these _nkers. At the same
time similar credits established in Hamburg brought the B__nk

£900,000 additional gold. _, The necessity of r'-_ort to Paris for
assistance, at a time, moreover, when relations with France were
not toe friendly, was regarded in E on, and as rather hama_kaling,
especially as it was reported that the folbwers of M. Thiers
were boasting of the generosity of Frendmum in coe_n"_ to the
assistance o£ the Bank of F.agland when in diffumlty while recom-
mending that under no ci_ should such liberality be
repeated in futur_ _

mCL _b_llmtwi_ofaitBankotP.q_l, tt!69,_ am; Sir Felix
Sdmster, _ ka_ ,/F.a_ aad _hr _ (a ket_ ddlvered in _9oD,
t_3, p. _1; Bc_ana_, XVIII (t_), t3ot. _._.

"*Fort__. traamcfamstee: A. _, Hi_ory d tJ_ Bmu_ol Ea#aad.
ad eeL,_ p. _8; _ _em... C_¢e oa _ z4/J=_, tS4o,tesfi-
mo_ of Mr. Hoed_ _, t_ x_. _i; 13avklBuchanamt_/_/_o

aiD. alkr _Waeme _d eros beea_ alroad, tt_ _k_a hoknn_sof
the lhdc ammmd-at am t_ _ ed_ _SaS_
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In I847 the financial crisis and the shortage of gold were
common to both London and Paris. By arrangement with the
Banque de France, the Emperor of Russia and the Imperial
Russian Bank bought from the Banque de France and other
sources, with gold taken from the Russian reserves, Russian and
foreign securities to the amount of £6,6oo, ooo, thus relieving
the strain in the Paris and London money markets) 7 It does not
appear, however, that the Bank of England was a direct party
to this transaction, and it, in fact, indirectly gave assistance to
the Banque de Frame in that year. The Banque de France, after
giving consideration to proposals that it should engage in open-
market sales of rentes in order to check the drain of gold which
it was undergoing, decided not to, on the ground that such opera-
tions would reduce the circulation, but would not increase the
metallic reserve. Instead, it raised its discount rate and engaged
a banker to borrow 25,0o0,000 francs in London, on rente col-
lateral, and used the proceeds to withdraw gold from the Bank
of England. u

Cooperation between central banks in the management of metal-
lic currencies was during this period exceptional rather than an
established policy. On the contrary, it appears that ordinarily the
central banks either paid little attention during this period to what
was going on in other money markets, or else _agaged in com-

wSee T_ c_,e_y¢,e.tt/oa. _ ed., z847(?), pp- 35-38,wherethe Russian
decreesare reprim_ in traadat_.

mC.f.HoraceSay, aLa cris¢_ et la Banquede France," I_ des
/_oaom_e,, XVI O847), _o. It would be imerestingto knowwheflwrthe
Banqmde Fram_ ¢omaltedtbe Bank of Enghndbeforeengagingin tltistrans-
actlon,as it came at a m_t _ tiaz _a"_e huet.

In ad_,ien to the xSa6, x836,x_9,and1847instancesreferredtointhe
text, the Bank of _ apt_arsto bavt recelvedaid fromthe Bam_ de
France or from other Paris _ in t83a, x89a, 7896,and x_,. The _o
transaeti_ _ in a hosti_ _ in the F_ C,imh-= des

butwasde_t_ _ theVret_ ui_m_ o_F'_ an the smmd
it was necesmryto _'_at ha_ rclamamims on Fr_ from _e

ord., x891,I. t6ff.) The Bank _ Eaflaad in x6_ m-slmrt_ af_ i_ _
tion,borrowedinHolland. (#_. H/aa_ _ the_ e/Ks_, ml

v_ththe_qm dtF,-_..in_ tothea_btmm _ Gtrtm__

gold.by the Banlkd _ ea la_m_ d a _ eent_ hmk at_amu te

_ _orIml_ m em_k_occ_k_
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petitive increases of their discount rates and in raids on each
other's reserves at a time of actual or anticipated credit strin-
gency: 9

There were only scattered references in the literature of this
period to the need for international cooperation in credit manage-
ment. Poulett Scrope, in I83o, found fault with the suppression
of small notes by the Act of x826, on the ground that it operated
to cause a rise in the value of gold throughout the world and
produced distress in the other great commercial nations as well
as in England. He remarked that this international aspect had
apparently failed to attract any attention, although "There have
been times when a far less injury would have been resented by a
declaration 9f war. But this fact is one only of many, showing
how, in the close relations by which commerce knits nations to-
gether, each is interested in the welfare and good government
of the other, almost, if not quite as much, as in her own. ''6°
Several writers pointed out that the growth of commerce and the
increasing international mobility of capital was bringing about a
greater interdependence of the world's money markets, with the
result that single-handed regulation of its metallic currency by
any country was becoming increasingly difficult. Because of this
trend William Blacker predicted that "monetary panics will year
after year become more frequent and more severe as long as a
metallic basis is preserved, which, with the aid of steam, conveys
the monetary convulsion from country to country with a rapidity
which, for all practical effect, may be compared to a metallic wire
passing through the lands of all nations conveying the electric
shock almost simultaneously to the most remote quarters of the

"Cf. 11.H. Patterson,"On the rate of interest... duringconnnercialand
monetarycrises,"Journalof the RoyalStatistical Society,XXXIV (z87z),
_. Cf. also RobertSom_ T_ errors of the ba_iag acts of z844-5,x857,
IX95: "The manner in which the variow _cial nationsdeal with the
great mediumsof exehangeseemsdictatedby capriceratherthan by any in-
tdtillemtl_'incilfle,andm farfi-omadoptingsome generalsystemlathe interests
o_all, theirmonetarypolicy is conceivedin hostilityo_e to another."Somers,
howev_, had in'mind the monetary standards, rather than the day-to-day
meaetaryInctiees, of the di_erentcotmtrieLCf. also the tater commeat of
Lenati: "Aej_... les banq_ d_ion resteat price inac_-

_ kar majest6 _itair_ et ae _ ¢_'¢m_dl_
eatre _;k_z.""Urn _eoa_ _ pourta vaix _" ($,_ca
ca _ _ t'amd.tm d_s ,rte_¢, _ d _. mw _ L_

_,* arraua _abm, _ pp. a_-a3.
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globe.''6*Another writer stressed the importance of the compara-
tive rate of expansion of credit in different countries as affecting
the severity and the area of monetary pressure which would fo/-
low. If the expansion was widespread, there would be a general
scramble for gold when the pressure came.e*

VIIL THE RELATION BETWKEN BANK OF ENGLAND

OPERATIONS AND SPECIE MOVEMENTS

The Bank of England did n_ itself engage directly in import
or export transactions in bullionor slSecie.It was obligated, how-
ever, to give specie upon demand in exchange for its own notes,
and as a part of its regular routine it also upon demand gave
notes in exchange for specie, cashed its depositors' checks in
specie, and bought gold bullion of standard fineness at the fixed
price of £3.I7.9 per ounce. In addition, the Bank operated its
bullion departmenton ordinarycommercialprinciples,buying and
selling silver bullion and gold bullion of other than the standard
fineness at the prevailing market prices. Periods of business ex-
pansion were also as a rule periods of expansion of Bank note
circulation, of increased indebtedness to the Bank of private
bankers and other clients, and of decline in the Bank's specie
reserves. As long as the Bank of England would freely discount,
a credit expansion couM go on indefinitely, without a rise in the
rate of interest or depletionof the cash reserves of privatet banks.
A credit expansion, if peculiar to England, or relatively more

there than abroad, would operate to stimulate imports
and, through Lticreaseddomestic absorption of supplies, to check
exports, and would thus tend to create an unfavorable balance of
payments. Even a creditexpansion in which England was lagging
behind the rest of the world might deplete _ reserves in
England if it remtltedin a tm_ internal drain of gold to
satisfy the dem_d for _ hand-co-baudspecie circtdmio_

_ Im_."I tm _ _i_' to _io_ tm_ mt _ of ta _
eewrem _ _ d _t4mt _ iet,t4,_ ttah, d _e. _mte7
_ act renew _erettt__ the _tt d Fa_gd, _t e_ tedhm_ i=_-
ree_ enmh mt _ md ttm. tie _ iam=_ d their
_ Chatty frm tt= mat d _
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The role of the Bank of England under such circumstances,
whether she acted to protect her own specie reserves or to control
the credit situation, was to check such credit expansion before
it had reached a dangerous level. We are here concerned with
the contemporary views as to the mechanism whereby the Bank
of England could influence the flow of specie into and out of
the country and thus into and out of her own coffers.

It was common doctrine that the market rate of interest in-

fluenced the flow of specie, a high rate operating to attract specie
and a low rate to force it out, and that the Bank of England
could regulate the flow of specie through its power over the mar-
ket rate of interest. It was taken for granted that normally there
were no idif funds outside the Bank of England, and that any
reduction by the Bank of England of the volume of credit it had
outstanding, whether accomplished through raising its discount
rate, rationing, sales of securities in the open market, or borrow-
ing from the market, would, other things being equal, force a
rise in the market rate of interest. 2 It was pointed out, however,
that at times the market was sufficiently independent of the Bank
to make the Bank's discount rate ineffective as a controlling factor
unless supported by open-market sales and, in extreme cases, by
borrowing from the market, s On the other hand, there was recog-
nition of the possibility that increases in the Bank rate might act
as a deflationary factor not only directly through their influence
on the volume of advances to the Bank's own customers, but
also indirectly through their psychological influence on the mar-
ket judgment as to business prospects and therefore on the will-
ingness of private bankers to lend and of businessmen to borrow
and on the velocity of circulation. 4

_Cf. T. H. M_ner,Some remarks on the Bank of England, x849, p. _:
"tlmreis nevermaysparecapitalout of the Bank."Cf. ah_ "N" (Newnmreh)
in LondonTimes, April 27, 1863, as cited in W. J. Duncan,Notes on the rate
of d/.'cowta/_Lo_oB, t867, pp.69-7o.

*See _t_a, 1_ zSg-6o.
Cf. Overstone,Thoughts ca the separationof the deparlmatt$o[ ate Bank

o]England [I844], in Tracts, p. 264:
... a rlse in the rate of interest.., tendsto producea contractiveeffect
uponthe cmmtrycirculation,and still n_re m_ the state of confidenceand
of the auxiliarycurrency[i.e.,bankdepositsand bills of exchange]which
rein UlXmthateamftdence.

Cf. also l_orman'sevidence,Repert from Select Committeeon bnka of issue,

• .__I do tie*lookat a rise in the rate of discountmerelyas it affects
the_mrlt_ andthe circulationof the Bank; it 9roducesa muchgreater
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Most of the discussions of the role of the interest rate referred

only to short-run disturbances, including periodic business fluctu-
ations, or "cycles, ''5 and the changes in interest rates were related
to specie movements mainly in terms of their influence on the
international movement of short-term funds, and their influence
on relative prices was commonly held to be too slow-working to
be an important factor in restoring international equilibrium, e
Most emphasis was put on the international mobility of funds
devoted to investment in securities, in response to relative changes
in the market rates of interest in London and abroad, _ but many
other ways in which a relative rise of the English interest rate
could attract short-term funds from abroad or check their flow
to abroad were noted, s

and more importanteffect than that in its generalinfluenceupon credit;
it limits all bankingexpedients;I have no doubt that it iucreasesthe

of bankers; it diminishesthe etY_ency, therdore, of a given
amountof currency;it renderspersonsless willingto discountbills; and
it makesmerchantsless disposedto buy, and moredisposedto sell.

•See esped_llyHamerStansfeld,The currencyact of I844, I854, pp. x7-I9,
for an accountof the businesscycle emphasizingthe statusof the interestrate,
the balanced trade, and the balanceof paymentsat each stage of the cycle.
Cf.also WilliamMiller,A plan for a nationalcurrency.1866,pp, I6 H.

"Overstonegives the followingaccountof the sequenceof events resulting
from an increasein the interestrate:

Cont_ction of circulationao._-_rst upon the rate of interest--then
upon the price of securities--thenuponthe marketfor shares,&c.---then
upon the negotiationof foreism_'m-itles--at a lat_ period, upon the
tendencyto entcr into specul_on in _ lastly, uponprices
Senerally.These e_'ts may be retardedcr accc_-at_l by other circum-
_; possibly_ maynot occurpreciselyin the mannerherestated;
but this is _ .like the order of sm_e_ ha which the efl_-ctsof

of the _ are _y devetop_ (77w_k_r o_ tke
se_ios d the departments[x844],_ Trots, ][857, p.2xa._)

See also the _ _m_3_raccom_ in R_K. Do_l_, B,_et c_u_ra-
oms_/scaw tas am¢tar/t reform,/_ co_eca_ _ t_ priest

ot a_ _, xso, _ a_ mi RobertSomer,, T_ trror, o_t_ _ _

[_], Ashley e_, p. 497: "... it,s a fact now beS_m_ to be
ts-t tbe l_m_e of tbe l_eck_ metals from e,_, to ¢amm_ is dete_m_

"CLe._ Tooke's _ P_ _romSd_.c_C_ee _ bmd_of/_m_,

... tt_ d_t u_m tt_ _ of a fi_ in fl_enae of iffi_rcatmmM
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Most of the writers of the period conceded the efficacy of the
Bank discount rate, if employed skillfully and forcibly enough,
as a regulator of specie movements through its influence on the
international movement of short-term funds and, to a less extent,
on the commodity trade balance. A skeptical note, however, was
struck occasionally in the literature. It was pointed out that in so
far as the movement of short-term funds was concerned what

mattered was only the relative height of market rates of interest
in London and abroad, and that rates were likely to rise and fall
simultaneously in the important money markets. It was later
claimed, moreover, that the foreign central banks, and especially
the Banque de France, for a time during this period systemati-
cally followed the practice of meeting increases in the English
discount rate by increases in their own rates in order to protect
their reserves) A rise in the discount rate, moreover, might be
interpreted as a signal of impending financial stress and thus
instead of attracting funds to England might frighten them
away. 1° One writer, otherwise favorable to its use, regarded it
as a defect of the discount rate as a regulator of specie flows
that it operated to check exports, presumably by making it more
costly or more difficult to finance them. zl Finally, the opponents
of a metallic standard or of central bank control thereof tended

either to deny in general terms the efficacy of the discount rate as

funds from this country, to the same extent as they otherwise might do,
and it would operate at the same time in diminishing the inducements to
capitalists in this country to invest in foreign securities, or to hold foreign
securities, and it might induce them to part with foreign securities, in
order to make investmentsin British stocks or shares. It would likewise
operatein restrainingcreditsfrom the merchantsin this countryby ad-
vances on shipmentsoutwards,and it would have the effect o_ causing
a largerproportionof the importationsinto this country to be carriedon
upon foreigncapital

' Cf. R. H. Patterson, "On the rate of interest . . . during commercial and
¢_," J_ of theSau_al Socie:yof Lmulon,XXXIV (z87_),

343 ; Robert Somers, The Scotch banks and zystem of/z_le, z873, pp, z77 ft. ;
Richard Webster, Principles o] monetary legislation, I874, p. If3.

W"History and exposition of the currency question," l|'estmin_ler and ]or-
elg_ quart#fly _.,view. XLVIII (i848), 4(38, note; tL H. Patterson, /oc. c/t.

u Wffiiam Hooley, "On the bullion reserve of the Bank of England," Tra_s-
_o_ of tht M_,ckexter StetL_ical Society, I859-6o,p_89:

One of the least slttls_tctory features of the present mode of effecting this
[the correction of the exchangcs], by increasing the rate of interest

and lesseningthe amountof accommodation,is, that its effect on imports
emme_be felt endl after the lapse of months,whilst its effect on exports
is immediate, and mffortnnatety in the wrong direction, viz, restriction.
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a regulator of specie movements, or to deny any need of such
control given the existence of a self-regulating mechanism, or
to claim that the regulation, whether effective or not in protect-
ing specie reserves, was costly to internal prosperity when it in-
volved increase in the discount rate and contraction of credit, or

to find still other objections to it.TM

IX. CURRENCY REFORM PROPOSALS

All that the currency school aimed at, as we have seen, was
that the existing "mixed currency" should be made to operate
precisely as they supposed a "purely metallic currency" would
operate. By a "purely metallic currency," it should be remembered,
they meant one wl_ich would not include either government paper
money or bank notes, but under which bank deposits transfer-
able by check or bill of exchange would still exist. The chief
characteristic of such a currency, they thought, was that every
influx of gold from abroad or efflux of gold to foreign countries
would immediately and automatically result in a corresponding
increase or de_ease, respectively, in the amount of money in

Cf. Robert Somers, The errors of the banking acts of I844-5, I857, IX.78:
The time has come when the theory of regulating foreign trade by the

Bank screw must be discarded. It is no longer suited to the state and cir-
cumstances of commerce. Free trade has introduced a new and more
natural regulator into the transactions of nations. We do not now specu-
late in foreign trade so much as simply barter the produce and manu-
factures of the United Kingdom for the goods of our neighbours. Our
im0ort and export trade have thus received a simplicity, an adaptation,
and equality, which could not poss/bly he realized under a system of pro-
hlbition and protection. The connection of the most distant cotmtries by
railways and telegraphs, securing the utm_ rapidity of motioa and in-
tetligence_ and the cosnmoolitan attributes of capital, creating one money
market and keeping trade equally active throughout the world, all co-
operate with the ln-inciple of free commerce in harmonizing the exchanges
and preventingthose oscs_a/ous and inequalitiesin importsand exports
which were formerly the freq_nt cause of monetary and commercial
derangemen*.

Somersfaro_herobjectstot1_ediscountrate-medmmsm,that_ doesnot
mcmarily_ tothehi,h-ratemarketandmat flowintheoppositedirection
(p. _S); th_ when imporu are crmcomazedby a rise in the discountrate,
expom are correspmat_ly checkedby the r=uluua tan ia _4msing power
of _ aamu-ieswhich are the muroeo_the impom (_ _) ; tbat the increase
in the haerest rate, by increasinzcapital com_ tsmead of incrmsi_ impairs
the _ of EastiJ eaConers to meet_ o_itim (p.._); and that
m _ m_e attemi_sh_hlbeinld,inemlltla_li_,_ the_ _ the
iatemalmadaathan_o_ &m_.
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circulation. The banking school pointed out that even under a
"purely metallic currency" of this kind there would be "hoards"
of gold of variable amounts, mainly in the form of bank reserves ;
that an influx of gold might go to augment the hoards instead
of the specie and note circulation, while an efflux of gold might
similarly come out of hoards instead of out of circulation; and
that the influence of a variation in the metallic circulation on the

level of prices might be offset or more than offset by an opposite
variation in the amount of bank deposits. Many critics of the
currency school, moreover, held that it was not desirable that a
mixed currency should act precisely as would a purely metallic
currency if that meant that it should undergo all the fluctuations
in quantity and in value which would he experienced by a purely
metallic currency. As one writer put it : "a mixed currency should
not fluctuate as a metallic currency does. A metallic currency is
undoubtedly the safest, possessing intrinsic value; but its liability
to fluctuation in quantity arising from the state of the exchanges,
and consequent drains, diminishes its claim to be considered the
best type of a currency, its liability to fluctuation is an evil to he
counteracted and not adopted. ''1 The banking school, however,
had no legislative solution to offer. Imperfectly as the currency
operated, legislative interference would only make things worse.
Reliance must be had on the good sense and the competence of
those who had charge of the credit operations of the banking
system.

There were numerous writers, however, who shared the dis-

satisfaction of the banking school with the existing currency
system even if made to operate in accordance with the specifica-
tions of the currency school, but who rejected the banking school
doctrine that nothing could be done by regulation to make the
currency more stable in its value. The Attwoods had acquired
a considerable following, who became known as the "Birming-
ham school," at one time had an organization called the "National

*LetterofI-lamerSmnslel_inMo_ market rtview,Dee.ax,x86x,cited
1,3, _ in Core_¢ hamr_... Lord Om_-ao_, amd Henry
Broobe,,P_., ,_, p. ¢_. CL also the sia_r views in: J. W. _ "The
cur_: _,- W_, rev_, XXXV 0840, 98; "The
_m, a_-Cumaet _"/b/g, XLWl (_), 4,_; J. s, _u.
I_.¢_ot ._ economy, Ashley ed., p. 67o; ibid., Rtlm_ from #he Select
C_am_t_ _ _ ba_ _._ _art L _, _ ao4; John_ Tk¢psp_,



282 Studies in the Theory of International Trade

Anti-Gold Law League," modelled after the Anti-Corn Law
League, and engaged in vigorous and sustained propaganda for
the total abandonment of a metallic basis for the currency. But
the Attwood doctrines deteriorated in the hands of their disciples,
who in the main were crude inflationists and advocates of a
national inconvertible paper money, free not only from what they
regarded as an arbitrary and dangerous bond with gold,*but also
from any other legislative restriction on its quantity. They had a
naive reliance on the sul_cieney of competition to keep prices from
rising excessively, irrespective of the quantity of the currency in
circulation,a This group, and the many other crude inflationists
who issued tracts during this period, we can reasonably ignore. A
number of writers during this period, however, presented pro-
posals providing either for the regulation of the quantity of the
currency with a view to stabilization of its vaMe, or for the adop-
tion of practices which would lessen the evil consequences arising
from fluctuating, and especially failing, price levels. There follows
a brief account, with no pretensions to completeness, of the pro-
posats for reforms of these types which were made during this
period. It should be noted, however, that the government, and the
more prominent economists of the time, such as J. S. Mill,
McCutloeh, Senior, Cairnes, and Torrem, either wholly ignored
these writers or treated their proposals with derision or (xmtempt.

VV'heatley,in z8o7, had made the following proposal for the
voluntary use in long-term contracts of a tabular standard based
on an index number of prices, as a protection against eh_nges in
the purchasing power of the monetary unit:

• . . in compositionsof a permanent nature, some criterion should
be assuated for the purposeof providinga graduatedscale of the
vahteof money,and . . . an increaseor diminutionof incomeshould
be allowed in conformity to the result. The ptmmm impoverishment
of the cro._ is a s_d_ ,_£ng againstpemmaeut compacts for
a _ sum; arid no public_on will, I trust, be hereafter

/_ ,_Oit,/ad,Ig_, p._: "Wehaveindrcalat_ almmt_ao mHllomof

tollmrr_m_"
"C£ ,h_.,1_**: "ta this=ttioml_ _ aaal1_6a__,¢ttldri_ to

theirtaaaeie,level,aad_ wo._ _at them_ thatle_"
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concluded, that does not contain within itself the power of revision
as to the pecuniary competmation. In a late projected composition
government very properly departed from the principle of a fixed
income, and as a commutation for tithes, it was proposed to grant a
stipendiary salary, according to the price of corn. The basis upon
which the compensation was to be negotiated was perfectly just;
but I have already shown the inefficiency of corn as an exclusive
standard; and whenever it may he necessary for any object of ex-
tended policy to ascertain the relative value of money for a period of
long duration, the principles, upon which Sir George Shuckburgh con-
structed his table of proportions, will he found the least objection-
able.4

Joseph Lowe 5 in 1822, and Scrope 6 in I833, made similar
recommendations for the voluntary use of a tabular standard, T

although without reference to Wheafley, Some years later an
anonymous writer recommended what was in effect a compulsory

tabular standard of payments. According to his scheme, the cur-
rency would consist of £IOO exchequer notes, made legal tender,

and issued by the government in return for the obligation to
pay to the government annually the value in pounds of a quarter
of wheat at the average of the preceding ten years' prices. If

wheat should he judged not to he a sufficient base, then the

average prices of 5o or IOO commodities could be used instead.
If prices rose because of overissue of this currency, it would be
in the interest of holders of these notes to turn them in. s The

essence of the plan was the issue of inconvertible notes on loan

"_m,y _ a_ tl_o,_ of _n_, I (tS_), _,$-_.

On Lowt's proposals, see Corrca M. Walsh, The #ou_m_m/ #rob/era in

• Prbwiples of #olitical economy, x82_, pp. 4o6-o7; An examivation of the
Ba_ charter qt_aa_, z8&%Pi_ 25 H. Scropt acknowledged Lowe's priority.
(Am ,.a_u_atLm, p. _, note.) Cf. also the reference to a similar proposal
made by Charles Jones in iS_o in 1Z K. Douglas, Br/d co_d_aaom on the
_om¢ tax and _j reform, t842, pp. m-_3.

: _muel ]_m_'_/extu-esseddoubta m the l_rac_cub_ M the 1.'oPo_lsmade
by Lowe mid Scrope. As was still commmt zt the time, he was ____i."_1 of the
Pos_ of ma_m*_ chm_s in _ p_ pov_ of fll_ mmlt_m_ rout
by memss _ index numbe_ and be poiated out other more Senu_ne obstacles
to a wklespremi _ of_e tabular standard eveu on a _-y basis.

"_r_mtm_ and exposition ta the cm'ren_ Ottsti_" W, am/mrttr rn_.w,
XLV_H (_.), 4$o-8_.
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at rates of interest varying in the same direction as the vari-
ations in commodity prices?

John Gray, in 1842, advocated a currency system which would
stabilize wages, and which would enable creditors to obtain at
the maturity of their claims at least the same amount of command
over goods as the amount of money which they had lent had
had at the time the loan was contracted. 10 To accomplish the
latter purpose he would have a currency consisting of : bank notes
freely issued by private banks but convertible upon demand into
standard money; and of standard coins made to vary in weight
inversely with variations in the market value of the metal of
which they were composed. His proposal is a variant of the "com-
pensated dollar" idea; the denominations of the coins are to be
maintained unaltered, but their size is to be varied in such a
manner as to keep their purchasing power over commodities
constant, la He apparently did not see that this might conflict with
his other objective of keeping wages constant.

William Cross, in I856, advocated a paper currency convertible
into gold, but into amounts of gold varied periodically in con-
fortuity with a weighted "index list" or index number of corn-
modifies, so as to maintain constant purchasing power for the
paper currency. He would retain the sovereign as a gold coin of

' For otherproposalsfor regulationof the qtmntityof an inconvertiblecur-
rency by variationsin Llle interestrate, cL the x797 pamphletreferredto,
,rl_IV_,p. 2II, andthe proposalsof Thomas Attwood,supra,p. 213,andNorton,
Pell, Bosar_luet,and Blacker,/nb'a,pp. _85iT.JohnTaylor,in x833,had pro-
posedan inconvertiblepapercurrencyso regulatedin its qtm_tityas to main-
_in constantvaluein terms of coin, butdid not specifythe modeof regulation.
(Curr_ f_s refuted, I833, p. 29.) One writer Vcoposeda paper cur-
rencyso regulatedin its quantityas to stabilizethe interestrate, thus putting
the cart beforethe horse: "when a rising rate of interestprovesthat money is
becomingdear, and that the legitimate profitsof producersare sacrifio_ to
the gainsofthemoniedclasses,Impersuhsfi_tesfor metalfiemoney should
be issued in su_cient abundanceto bring down the value of moneyto its
formerstandard_ i.e., in termsof. the interestrat_. "The Bank charteract--
curree_ r_-i_g,les,"We_nin_er veoieee,XLVII (x847), 4._-

m.,fs,e,l_.c/e_r,nm,edyfor eked/,rtve_of m_'/o_,x84_,p. _$:
_'Adebt, then, is justly paid,and only justly paid, when it is

in moneT,of whateverki_ whichgivesbackto the credit_ as greata command
ever the _ coe_0_ and _ o_ li_ as the money,or eth_

,a4aichmmcd the obligation,Save to the _; laxnridedalvm_rs
thatthecreditorset-theheae6tofan _ lad_ie.'"_gevement, and _ef_
iaveatinm that may have cmae into ea_mee deri_ the iaterv_ _
betteeenthepm'iodof ,._ '1_ _1_ andtim.td _ it:'

_/b/_ pp.33-35.84.
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fixed size but of variable value in paper currency. _ He believed
that knowledge of liability to adjustment of the paper value of
the gold coins (or of the gold value of the paper currency)
would, through anticipations of businessmen, operate to reduce
the need for such adjustments and to render potential changes
"a preventative influence rather than a rectifying interference":

On the other hand, during a general decline of prices, the. observa-
tion of this circumstance would lead to anticipation of a reaction
favorable to sellers at the next ensuing time for the adjustment of
the standard, and thus tend to check the fall of prices and render
any rectification unnecessary. For producers and holders of goods
would refrain from pressing sales when they knew or believed that
the value of _heir stocks would be increased . . . as soon as the
over-enhancement of money should be reduced.., by the legal
rectification. In the same circumstances, capitalists would become
more free in their accommodations, and merchants more liberal in
their purchases, knowing money to be verging on the maximum, and
commodities on the minimum value possible under the system of
periodical adjustment: a

One writer advocated a paper currency convertible into gold
at the variable market price of gold instead of at a fixed price.
In order to stabilize the value of the paper currency in terms of
commodities, he proposed that its issue should be controlled by
an official body, with authority to increase it when the rate of
interest rose above 5 per cent and to contract it when the rate
of interest fell below 3_ per cent, but failed to reveal why he
believed this would suffice to stabilize prices. 14

RkA-,ard Page advocated a fixed' issue of inconvertible paper
money, with the limit fixed by Parliament and periodically ad-
justed to changes in the population and trade of the country, t5

'_.4_d _ _-r_¢ the pond atr//_, xSS6,pp. t3 ft.
= lbld_,p. 3o.
=Edvau_Nort_ _ B_ cha_,aa o/_8¢4,_ ed_I$57,at_eiaily

p.52.Nce_an_wpeatsthesepro0osalsinhisNaNona//mance& c_rency,3d
ed., _Sy&1_ 9v,92. W. T. Thomson,in x866,advocateda l_l_'r ¢arrenojcon-
verti_ iato l_Dtdat the market_ of gdd, and im_ only by the govern-
meat,witha fixed _ amoam d issm. (TheBa_ ofE_l_._d,the

l_t7at_l_r_ into_d att_e=adcet_iceof_dd _ of.atafreed
rate, im wiamm _ _m_m u to the mam_ of reOlati_ _ the
q"-_aafit_d meh carreacg or e_i,r_ _ of the msal for m:h relcala-
tioa,Iml _a_a _ m the lafllicm¢amtrovcc_.
=Repo_fromSelectCMtlet onba_: of _e, 1840,p,90.TI_ pi6f_sld
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George Pell proposed a government legal tender paper currency,
issued for a minimum period of one year on collateral securities,
and with interest charged at the rate yielded by these securities
at their fair appraised value at the time of issue of the currency.
What the plan aimed at was "the prevention of fluctuations in
the value, that is, in the purchasing power, of money at home,"
and the author believed that the deviations between the rate of

interest paid for the money and the rate of interest which could
be earned by its investment would automatically so regulate the
quantity of currency issued as to attain this objective. He as-
sumed that the currency would maintain constant purchasing
power if the rate charged for its issue were always kept equal
with the average yield of capital. As the current rate of yield of
capital rose it would be to the advantage of bankers to obtain
larger quantities of currency from the government ; as the current
rate of yield of capital fell, it would be to their advantage to
lessen the quantity already obtained by repayments to the gov-
ernment. TM He does not explain how these deviations between
the yield of capital in the market and the rate charged by the
government could occur if the government based its rate on the
former, nor why stabilization of the purchasing power of the
currency would be assured if the rate of interest at which currency
was issued was always made equal to the current yield of capital.

Several writers proposed schemes designed to render the l_ar-
chasing power of the currency stable in the short run, but not

necessarily in the long run. Poulett Scrope insisted that there
were important possibilities of short-run stabilization of the price
level even under a fixed metallic standard through appropriate
regulation of its note issues by the Bank of England. He an-
ticipated so strikingly later views on this q_aestion that his exposi-
tion deserves quotation at some length:

f

When gold is, for commercial, 6naneiaI, or political purposes,
dra_ away from this country in any quantity, it is chiefly from
the treasure of the Bank that it is taken, and it is for the Bank

is _ by L C W_rht, T/so_s _, the cm_r_, x84x,_ 3S ft. Wx,i_ht
mmpemsa sumdemema_ curremy _r L.--'eiguU'ade,oo_sting o_ --ouUion
no_" hmuedia e_zban_ _¢ gold, and remmverti_ imo Uoldat the market
_-_ d ImUk_

"Geome I'L Pall, _/_ _ o _ _/a _ e_nn_, tin* _ to
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exclusively to determine, whether the drain shall or shall not have
any influence on our home prices. If the Bank choose to keep up its
circulation of paper to the same point as before, no effect is felt in
our markets. It may even reverse the natural effect of the drain,
which is to lower prices, by increasing its issues as the gold flows
out, and thereby raising our prices to an unnatural height. When the
gold returns on this country by the spontaneous reaction of the
exchanomes,it is for the Bank to determine whether it shall have any
effect upon our circulation or not. If they buy the gold as it comes
in, and yet make no corresponding increase of their paper, the money
of this country is in no degree enlarged; and should the Bank con-
tract its issues while purchasing gold, our prices are actually de-
pressed at a time when the influx would naturally have raised them.
• . . It is only when the Bank contracts its paper exactly as it parts
with gold for"a foreign drain, and expands it as the gold flows back
again, that the effect of these local variations in the demand and
supply of bullion are [s/c] reduced to that which our metallic stand-
ard necessarily occasions, and which would happen all the same even
though our circulation were purely metallic_

It is evident, then, that the power of the Bank over prices in the
British markets is confined within no narrow limits through the
obligation of pay/ng its notes in gold; that by its conduct in extend-
ing and contracting its paper, and purchasing or selling bullion, the
value of gold itself, first in this country and ultimately in others, is
arbitrarily influenced to a very great extent; that the Bank has the
_wer of determining the exchanges, and, consequently, whether
gold shall flow into or out of this country; that, by accnmulating
gold at one time in its vaults, to the extent of fifteen or more mil-
lions, at another allowing them to be nearly emptied, before any
attempt is made to restore the equilibrium, the Bank can influence
the m_rket for gold as well as that of every other commodity.1T

Scrope no doubt saw that as long as convertibility was required
the Bank could at best be able to prevent the price level from
fluctuating in response to even short-term fluctuations in the hal-
ante of payments only within the |im_ts of its available reserves
of Imltion or, _ prevention of a rise in prices was its objec-
tive, withia the limits of its finandal ability to accumulate non-

stocks of bullion, and that the Bank could not
ptevmt the Eag_ price level from responding to a suumed
tn_l in lhe world valm of gold if amvertibility of its paper into
hegira at trod mte_ _re inslsted epm. In a_y case, Scrope pro-
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posed as an ideal currencyw"as perfect a system of currency as
can be devised"--an inconvertible paper money to be preserved
at par with bullion ordinarily, but to be left free to deviate from
par for short periods during which temporary fluctuations of the
price level would otherwise occur, xs

William Blacker advocated an inconvertible paper money to be
issued by a government commission in discount of commercial
bills at such a rate of discount as would be found by experience
to keep the exchange at par under ordinary circumstances, but to
be left free to vary from par at times of temporary disturbances
in the balance of payments. He argued that by varying the rate
of discount the currency commissioners could make the currency
operate as they pleased, but thought it was a debatable question
whether or not the currency should be made to follow long-run
changes in the value of gold and silver, l° J. W. Bosanquet sim-
ilarly advocated a paper currency which would f.ollow the long-
run trends in the value of gold, but not its short-run fluctuations.
To realize this objective, he would meet temporary external drains
out of the reserves or by temporary issues of notes under £5 in
excl-,ange for specie in the hands of the public. If this did not
suffice, he would have the managers of the currency temporarily
suspend convertibility. If the exchange then continued unfavorable
by as much as _ of x per cent for two uninterrupted years with
both Paris and Hamburg, he would have the rate of discount on
advances raised, but not to more than 6 per cent. In case the
exchanges remained favorable for a substantlal period of time,
he would have the rate of discount reduced. He believed that un-

der such a system the English price level could be kept from
responding to _ fluctuations in the world value of gold
and in the balance d payra_ts without involving ordinarily an
appreciable departure of the paper curm_ from parity with gold.
He did not himself attach importance to the maintenance of con-
vertibflity of the paper eta-re_T, but he thought that public opin-
ion was not prepared to consider a complete departure from the
gold_ ss
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Supporters of an orthodox metallic standard frequently level
against advocates of inconvertible paper currencies the criticism
that their zeal for "management" or "stabilization" of currencies
tends to be confined to periods when prices are falling, and that
in general they show more concern lest prices fall than lest they
rise. This criticism appears tO have substantial justification for
the period here studied.21 But when the gold discoveries of the
middle of the century resulted in rising prices and augmented
gold reserves, some at least of the disciples of the Attwoods
taunted the advocates of the currency principle with the charge
that their policy was fostering an inflation which only a regulated
inconvertible paper currency could prevent._

a Cf. Thonms Attwood, testifying before the Committee on the Bank of
England charter, I832:

"Do you think the amount of circulation in the country ought to be always
exactly the same?--No, I think it ought to possess an expansive character, but
rarely a contractive one." (Report, p. 468.) Attwond, howew-r, may have had
in mind the secular trend upward of the physical volume of trade.

aCf. The money bag, x858, pp. xx3-x4. (The money bag was an ephemeral
magazine, established to promote the cause of an inconvertible paper currency.
It printed some interesting cartoons relating to the currency question.)



Chapter VI

THE INTERNATIONAL MECHANISM UNDER

A SIMPLE SPECIE CURRENCY

Be_ideatl_: :he sptcfdationit ¢_i_. it may treq_ntly be of _e i_
the conduct of _ affaira. At least, it m_# be oumedthat nothing
c_ be o] more we than to im_ro_ by practicethe method of re_on-
iag o_ these _bjects, which o] all others are the most important,
tko_is they are cottmwnly treated _ the looseM and most carele_
w_sner.--DavidHume,"Of interest.'Po/it/ca/d/zco_rses,x75a.

I. INTRODUCTORY

In this chapter an account will be presented of the history and
the present status of the theory of the mechanism of adjustment
of international balances, in terms throughout of the simplifying
assumption of an international simple specie currency, i.e., with
the circulating medium consisting solely of, standard metallic
money. It was in terms of this assumption that the theory was
first presented, and it has served ever since as a convenient device
whereby to segregate for separate treatment different problems
connected with the rnechanisrrL It should be noted that in this

chapter, as throughe_t the book, the term "balance of payments"
is used in its original sense of an excess of immediate claims on
abroad over obligations to abroad, or vice versa, which must be
liquidated by specie. It should be noted also that by a "'o_sturbance"
to international equilibrium will be meant a change in one of the
elements in a preexisting equilibrium such as to require a new
eqm_librium, and that this change, whether it takes the form of a
series of crop failures, of _ tributes or loans, of new
import duties, orof a _ative ¢tmnge in the demands of the two
countries for each other's products, is presumed to coutinae in-
definite, andits c-_uion is treatedas a newchangein the re-
ver_ directio_ A wide variety of _ can be tumt to
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illustrate the theory of the mechanism of international trade, and
each has its own sequence of stages and to some extent its own
set of special problems. A s_.lectionmust be made, therefore, and
the reader is asked not to attribute to me or to the writers cited
generalization of the conclusions reached from the analysis of
cases specificallydealt with beyond what the context dearly shows
to be intended.

The "dassieal" theory of the mechanismof international trade,
as developedfrom Hume to J. S. Mill, is still, in its general lines,
tl__ _'y..N_t_ly differ¢_ _sm, more-
over, has yet been convincingly suggested, although there has

been gain in precision of analysis, and some correction of un-
doubted error. In recent years, it is true, a number of writers
have pointed out what they regard as major errors in the dassical
theory, and have claimed that to eliminate these errors would re-
quire major reconstruction of the dassieal doctrines. But the
current notions as to what the classicaldoctrines actually were are,
with respect to this as to other matters, largely traditional rather
than the product of examination of the original sources, and even
when, as sometimes happens, the critics do use classical texts as
the basis for the interpretation of the classical doctrines, they
confine their references almost wholly to Rieardo and to J. S.
Mill, and to the compressed, elliptical, and simplified expositions
of their doctrines which are to be found in short chapters, labeled
as on iniem_onal trade, in thdr Principles. But if an adequate
notion of the classical doctrines as to the mechanism of interna-
tional trade is to be had, it is necessary to examine the writings
of other classical economists, and for Ricardo and J. S. Mill to
read in their Principles beyond the chapte_ distinctly labeled as
dealing with international trade and also to explore what they
had to say on this subject elsewhere. It is also nec_._saryto bear
in mind that there were important differences of doctrine within
the _ks of the classical ecomm,.iststhemselves, so that on some
importantpoints it is impossible to find any o_e doctrine which
can _ be labeled as the dassical doctrine_ The following
ac_ant will, I trust, demonsti_te t!_t some at least of the much-

discoveries and "_om" of recent years either
areto be _ as errmumns or were current d_iae in the
daakai
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H. THE MECHANISM ACCORDINGTO HUME

In SOfar as the classical theory of the mechanism of interna-
tional trade had one definite originator, it was David Hume. 1 His
main objective in presenting his theory of the mechanism was to
show that the national supply of money would take care of itself,
without need of, or possibility of benefit from, governmental
intervention of the mercantilist type. Lie started out with the
hypothesis that four-fifths of all the money in Great Britain was
anniblhted overnight, and proceeded to trace the consequences.
Prices of British commodities and British wages would sink in
proportion; British commodities would consequently overwhelm
foreign competition in foreign markets, and the increase in ex-
ports would be paid for in money until the "level of money" in
Great Britain was again equal to that _n neighboring countries.
Assuming next that the money in Great Britain were multiplied
fivefold overnight, he held that prices and wages would rise so
high in England that no foreign countries could buy British
commodities, while foreign commodities, on the other hand,
would become comparatively so cheap that they would he imported
in great quantitie_ Money would consequently flow out of Eng-
land until it was again at a level with that of other countries. The
same causes which would-bring about this approach to,a ¢_mmon
international level when disturbed "miraculously" would prevent
any great inequality in level from occurring "in the common
course of nature." The same forces also would preserve an ap-
proximately equal level as betwem different provinces of the same
country. An additional, though minor, factor, operating to cor,
rect "a wrong halanceo£ _rade,"_ was the flm-ttmfiofis in ,the for-
eign exchanges within,the _ of the specie po/nts_ If the trade
balance was unfavorable, the ¢xc_nge_ s wotild mo.e against Eng-
Land, a_. l_his would become a new encouragement to export. The
entire mechanism was kept in _ by the _ motive of
indi_tttals, "a moral amacfiom afising._rom the interests and.
pasiom of me_" acting under the_stimut_ of diffemat_ in.

The _ _, ,a_ ae_at_*o I_m am0ami-.

ed., I, 3So.'_tS,andapeeia_ 333..3,_ .... _: .'_
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tally self-equilibrating,wasmtranationalaswell as international,
was bilateral, involving adjemtmentsboth at homeand abroad,
andconsistedof suchchangesin the vohuneof exportsand im-
ports,resulting chiefly from changes in relative prices but also
in minor degree from fluctuations in exchange rates, as would
bring about or maintain an even balance of trade, so that no
further specie need move to liquidate a balance.

m. AN OMZTa_DFACTOR?RZLATlVEC_ANGZSZNDE*sAND
AS AN EQUILIBRATING FORCE

In Hume's account, changes in price levels thus play the pre-
dominant rol¢_in bringing about the necessary adjustment of

tradebalances, and are assisted only by fluctuations in exchange
rates, held to be a factor of minor importance. In recent years a

of writers, most notably Oldin, have contended that such
an account leaves out of th_ picture an important equih'brating
factor. These writers imist that nm_, or even all, of the equi-
librating activity o_mmonly attributedto re_ve price changes ig
reallyexercised_bythe direct effects on tradebalances of the rela-
tive shift, as between the two regions, in the amounts of means
of payme_ or in money inmmm; that when disturbances in
internationalbalances occur, the restoration of equilibrium will
or can take place unaccompanied .by relative price d,.anges or
accompanied by only minor dutnges in relative prices; and .that
such changes if they do occur will not be, or are not likely to be,
or need not necessarily be--which of these is supposed to be the
fact'is not always made dear--of the type postulated in the later
classicaldoctrine as expounded by J. S. Mill or Taussig. While
none of these writers seems m ha_ applied his doctrine _oa cur-
rency dls_urbancesuch as ixnmlated by Hume, where the need
for at least temporary price changes of some kind would seem
mos_obvious, it may be _ u_. that they would

___,_e's _ of the _ _m be _ _ea
w_ _ to _ cmes.

It m_ t/e _ at oace that, in the case, fo_ insma:e, of
thei.tim of maittanas,tbe
dmmal law _ ia _ smse of the ammam ba_'rs are

ot la_ _ _ itk pa_ia¢ _ aad ri_ ia the ka_
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ing country,1 and that unless there is an extreme and unusual
distortion of the relative demands for different classes of com-
modities from their previous proportions this shift in demands
will of itself contribute to an adjustment of the balance of pay-
ments to the remittances. The problem is rather to explain why
this fairly obvious proposition should not sooner have received
general recognition and to determine to what extent its recogni-
tion constitutes, as some contend,a major revolutionin the theory
of tbe mechanismrequiring wholesale rejection of what the older
writers had to say. To the first question, even though I have
sinned in this connection myself, I have no answer, except that it
is ditF.cultto judge, after something has been dearly pointed out
to us, how obvious it would or should be to others not so cir-
cumstancecLWhile, however, the account of the m_k_nism given
by Hum¢ and by many later writers gives no indication of recog-
nition that the direct influence on the trade balance of relative
char_gesin demands in the two countries would be an equilibrat-
ing factor, such recognition was by no means wholly lacldng on
the part of the major writers of the nineteenthcentury.

That imports pay for exports, and that an increase in imports,
by providing foreigners with increasedmeans of payment, would
operate to increase exlma'ts,was pointed out even during the
_ period. But the fonowing account win disregard inci-
dental recognition of the relatior_hip between amount of inemne
and aamt of demand, wb_'__h_ always been _ ev_
with laymm, and wia dml on_ with cases where such _t;on
is m be found _ as an _ part of a more or less
mmi eqmsakm ofthemedmnm
of ml_mmmt of _ b_m¢_*

•1"-;- rod, .mr _ _ _m _ evea imthe l_m,t.-_
Tm,_ _ d _ _,- mtbmm_thedm_s in _im_b tl_
pmmbk_mddline m immli_ _m_i_ W_ i. ;- imz i#_ _
_ _ a nlamhmJiR in demads m_m, i_ _ee_ _hlsd_ft ;1.
dlmma_ qF_ 4m[a_l_ ifam _r _ m mW/_ _¢¢a. m m
q, ammi,w i,m.,am

• 1tam _i_a, bmasat, n,,d _, _ b, m _mm_,m7
l_.hm_ tam' _ lhahm, la a mm_ m_am in r_ _ _ _b-

_-U.Sm _ _lamim am_ _m _ _a_-
_ U_l _ _ _ U.e-aams _-. _ mh!m _ m !_
m__... _ _ Imm_Iml_m am, _ real ,haa_e.
_ qm_m*Im _ haminm area_qma o/_ _k= _
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V_rheatley,R_'do._Henry Thornton,in18o2,hadapplied
theHume typeof explanationgenerallytoany typeof disturb-
ance of the balance of payments,and specificallyto the disturbance
resulting from a crop failure which made necessary greatly in-
creasedimports of grain,*and to a change in the English demand
for foreign commoditiesas comparedto the foreign demand for
English commodities.*Wheatley and Ricardo, on the other hand,
denied that this explanation was applicable to such disturbances
of a non-currencynature and offered different explanations of
the mechanism of adjustment to such disturbances. While Wheat-
ley's diseus#'on was in part earlier, Ricardo's was less significant
for the point at issue, and it will be convenient to dispose of it
firsL Ricardo denied that crop failures or the payment of sub-
sidles would disturb the b=ln_ceof payments at all and denied,
therefore, that any mechanismof adjustment would be necessary._
The only justification for this position which he offered was that
if a crop failure should be permitted to disturb the balance of
payments, since the disturbancewould prove to be temporaryand
after it was over things would be as they had been before, any
movement of _d presumably also any co_responding
change in relative price levels--would have to be offset later by
a return movement of equal size, a waste of effort which would
not be indulged in:

The ultimateresultthenof all this exportationand importationof
mmney,is that _ country will have importedone _ty in

for another,and the coin and bullionwill in both countries
have regainedtheir natural level. Is it to be contendedthat these
resuks wouldnot be foresee, and the expense and troubleattending

aaron?Non,_a _n_.. L'_ delaqm_ti_qfergeatend/minee-
raltle prlx;le haxea'_'ait etavechllla _ti_ desdemos soit
_ so_t_ 11ea _ ,_c_ quecet _t u'ampor-
krat _ _ me m_mkeqm_t_ de_sa_ et m mirer-.it_ $us
_raadeOsmtit_AimlIIremitabli# t m tourde lmyerm artemet la
elnmku_ _e _ ("Pamd0m__ m" Is l_t_r_ du
emm,e_ee.trere,retires"be,. vT_,}.Sm p_ tn_'. S_mire-J_an,
/maw_ _ _ k, _ t_bre-k/m,,_j_ msFmsce. We&p- 43.)

C_.abo _ Gervahein r'ra_a,pm.ln_.8e-Sx.

_ _.F_ra_m,i_ of]_an_sarp_ andofY_ms_,rear
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these needlessoperatior_ e_ecta_y prevented,in a countrywhere
capitalis abundant,where every possibleeconomy in trade is praco
tieed,and where eumpetitionis pushedto its utmost limits? Is it con-
eeivable that money should be sent abroad for the purpose merely
of rendering it dear in this country and cheap in another, and by
such meansto insure its return to us._

This exaggerates the extent to which individual traders can
foresee whether a drain of gold would be temporary or not, or
would find It in their interest to check it even if they were con-
vinced that it was temporary._ Seasonal movements of specie are
still permitted to occur, even though their seasonal character is
generally known.

Wheafley defended his denial that crop failures or foreign
subsidy payments would disturb the balance of payments by more
adequatereasoning. He maintained that crop failures, or the pay-
ment of subsidies, would immediately alter the relative demands,
of the two regions for each other:s products in such rammerand
degree that the commoditybalanceof tradewould at once undergo
the manner and degree of change necessary to maintain equilib-
rium in the balance of payments. This shift in relative demand
would result from the alteration brought about by the crop failure
or the subsidy in the relative ability of the two cgtmtries to buy
each other's commodities:

If, then, it be correct in theory,that the exports and importsto
and from independentstates l_avea reciprocalaction on each other,
and that the extent of the one is necessarilyliroited by the extent
of the other, it is obvious, that if no demand had subs/st_ in this
country from x793 to 1797 for corn and naval stores, the countries_
that furnishedthe supplywould have _ so muchless means

t

Re_ _ #he_porta,z8zg,PP.za-_, _zra _'!_ we__"Rkardoaware_ thoe_flmt the _et _mt e_
m_ seri_s _ o/_ Ic_"the_z_'y a a Wb_ _wodd

mt im_=_ed_e_ w_erd_t]_=m_ be_ abm__-_

where__, which_ a!l etl_ emm._a_ ml tte tm_ e_

_mmsam &s_.
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of expending our exports, as an inability to sell would of course
have created an equal inability to buy. It is totally irregular, there-
fore, to infer, that our exports would have amounted to the same
sum, had the import of the corn and naval stores been withheld, as
those who provided the supply would have been utterly incapable of
pu____slng them.s

On similar grounds, Wheatley held that trader an inconvertible
paper currency th_ exchanges would not be affected by a crop
failure or the payment of a subsidy, and could move against a
country only if there had developed a relative redundancy of cur-
rency in that country.' Wheatley carried his doctrine so much
furtherthanhe dearly showed to be justified that even the bul-
lionists rejected it, and in doing so overlooked the important ele-
ment of validity underlying it.

Longf_d, Torrens, Joplin.--In x84o, Longfield, discussing
the effect of increased imports of grain owing to a harvest failure
in England, pointed out that this would result in a relative shift
in the amounts of money available for expenditure in England
and in the grain-exporting countries, and that this shift would
contribute, even in the absence of price changes, to a rectification
of the trade balnnce. Longtield denied, however, that this con-
trilmtion would be su/_ent to make price dmnges unnecessary:

A certain equilibrium exists between our average exports and
imports. This is disturbed by the imporfation of corn. England sud-
denly demandsa largequantity,perhapssixmillionsworthof corn.
She may be readytopay forthem by hernmnufactures,butwfll
thosewho sellitbewillingtotakethosemanufacturesinexchange?
"vWfllthe _ian or Russian landowner, whose wealth has been
s_y increased, be content to expendhis increased wealth in the
purdmse_of an increased amount of English manufactures? We say
that .thecontrarywilltakeplace, and thathishabitswill remain

and his increase of wealth will be spent in nearly the
same rammer as his former income, that is to say, not one fiftieth
part in the pu_ of English goods. His countrymen w:_, in the
first fimtauce,, lmve _ advant_e of his mcrem_ expenditure. It
will-ace be felt in England until after a long time, and passing
t.hro_many clmmmls.... Thus theEnglishhavesixmillionsless
t_ =t_=l]tO _ in the _ d_ the commoditieswhich they

• .r_.. Pl__a..Sx_;R,,_,t _, Ow_p_s, xSxg,PO._'_
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are accustomed to consume, while the inhabitants of the corn export-
ing countries have six millions more .... The commodities, there-
fore, which the Russians and Prussians consume, will rise in price,
wlmle those which the English use will undergo a reduction. But a
very great proportion, much more than nineteen-twentieths of the
commodities consumed in any country, are the productions of that
country. English manufactures will therefore fail, while Russian and
Prussian goods will rise in price. The evil, after some time, works its
own cure. 10

Torrens, in x84a-42, in ti_course of an m_,eml_.o_Im_-a, te.
that retaliation against foreign tariffs would be beneficiaJ to Eng-
land even if such retaliation did not lead foreign countries to
reduce their tariffs, placed main emphasis on the role of relative
price changes in adjusting the international balances to tariff
changes, but in his well-known Cuban illustration the restoration
of equilibrium was made to result directly from the relative shift
in the amounts of means of payment, as wetl as indirectly from
the relative shift in prices resulting from this shift in means of
payment. He assumed, first, that all the demands for commodities
in terms of money in each country had unit elasticity, and that
Cuba was exporting to England x,5oo,ooo units of sugar, at a
price of 30 shillings per unit, in return for 1,5oo,ooo units of
English cloth, at a price also of 3° s. per unit. Cuba then im-
poses a duty of Ioo per cent on cloth, with the result that the
price of cloth rises to 6o s. in Cuba, and the Cuban conmmlption
falls by 50 per cent, to 75oooo units. Sugar continues for a time
to flow to England at the original price and in the original qtmn-
tity. There results an unfavorable balance of payments for Eng-
land, and specie moves from England to Cuba. The price of sugar
rises, and the price of cloth falls. The Cuban consumption of
cloth increases to more than 7_o,ooo nnits, apparently because of
both the fall in the price of cloth and the increase in the amount
of money available for the tmrclmse of clmit in Cutm. Conversdy,
the rise in the price of sugar and the decrease in the quantity of
mot_ m F_a_a_t rmat m a _ ia the EaOi_ _
of sugar to less than x,5oo,ooo traits. Stzcie ¢mthtaes to flow
_om Englm_ m Culm,the amou_ of nmneyto _dl in _
andrise in Ctttm,the priceof doth to fall attdfirepriceof _
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to rise, until the exports of cloth to Cuba had expanded and the
exports of sugar to England contracted sufficiently to restore
equilibrium in the balance of payments between the two countries.
Under this final equilibrium, Cuba would be importing annually
1,5oo,ooo units of cloth, at a price before duty of 20 s., and after
duty of 40 s. per unit, and would be exporting 75o,00o units of
sugar at a price of 4o s. per unit. 11These results, it is to be noted,
could not have resulted from the changes iri prices alone, given
the postulated elasticities of demand. They imply changes in
money incomes in each country, and consequent changes in each
country, the same in direction as the changes in money incomes,
in the quantities which would be demanded of both commodities if
the prices had remained unaltered.

Joplin, in his many tracts, repeatedly expounded the mechanism
of adjustment of international balances in terms only of relative
price changes, but in one passage, by exception, he stressed the
direct influence on the course of trade of the relative change in
demand for each other's commodities resulting from the tra_sfer
of money from one of the countries to the other, with the change
in relative prices mentioned only as a by-product of, rather than
as an essential factor in, the equilibrating process:

Now, when the balanceof payments is against one and in favor of
another nation, it arises from the inhabitants of the former having
a greater demand for the productions of the latter, than the inhabi-
tants of the latter have for the productions of the former. But after
a transmission of the balance in money,an alterationmust necessarily
be experienced in the state of this demand. The inhabitants of the
cmmtry from whence the money was sent wottld be unable, from
their reducedmonetary incomes, to purchase so large a quantity of
the products of the money-importingcountry as before; while they,
the inhabitantsof the importing country,would be enabled,by the
increase in their mone/ary incomes, to purchase more of the com-
modities of the nation from which the money had been received.
Thus the tradewould again be brought to a balance in money, and
be therebyrenderedan _..nge Of ¢._i/,_,odityfor concalodity: the
ma_oa_ them0aey_ bythe_ termsonwh_h

_ _ be _f_- c_c_l. TM

nil Torero, _/a,/#_, a _ g/_ os _, com_r_/, md
¢,/m/,/_, IS4z-4_l.mer 11.

*'Thamu _ CwrmO r_: im_s,n_ not d_tc/_/oa, r84_
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J. S. Mill, Cairnes.--John Stuart Mill, in the exposition of
the mechanism which he gives in his Principles, appears to at-
tribute to relative changes in prices sole responsibility for bring-
ing about a trade balance such as would restore equilibrium in a
disturbed balance of payments. TM At one point, in fact, he appears
explicitly to say so. Discussing a case where "there is at the
ordinary prices a permanent demand in England for more French
goods than the English goods required in France at the ordinary
prices will pay for," he states that "the imports require to be
permanently diminished, or the exerts to be increased; which
can only be accomplished through prices. ''14 At another point,
however, he expressly includes, as a factor operating to restore
equilibrium, the relative shift in the amount of monetary income
in the two countries resulting from the transfer of specie. He is
tracing the consequences of a cheapening of the cost of produc-
tion of a staple article of English production:

The first e_ect is that the article falls in price, and a demand arises
for it abroad. This new exportation disturbs the balance, turns the
exchanges, money flows into the country . . . and continues to flow
until prices rise. This higher range of prices will somewhat check
the demand in foreign countries for the new article of export; and
will diminish the demand which existed abroad for the other things
which England was in the habit of exporting. The exports will thus
be diminished; zvk//e at the same time tk¢ English public, kaving
more money, _ffll turve a _reater ptnver of purchasing foreign com-
modities. If they make use of this increased power of purchase, there
will be an increase of imports: and by this, and the check to exporta-
tion, the equilibrium of imports and exports will be restored._S

The ordinary interpretation of Mill's theory as explaining the
adjustment of international balances solely in terms of relative

mpris,n._ o'tpotlacaleco,_mr ITS481,_ e_, 1A lit d_ at.
_I/_d., p. _o. (Italics _ in orlrlmL) _ is _ _'mgl_y

m it is _ ml_ with _ _ Mill mmnt that
]_m 0.t _ _ _0ae to re.re e_ ar _ t_ t_ee

_,,,-_.. Bm_Tm_ (_m_,, _ _ _ _ _ _,.,-
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price changes probably should be accepted, and this passage there-
fore regarded as indicating only an accidental perception by Mill
at one moment of the presence in the mechanism of an additional
factor rather than as a statement of an integral element in his
theory. But it may be an error to do so. The exposition in the
Principles is a restatement, in some respects less detailed, of an
earlier exposition by Mill, x_ in which the relative change in
monetary income in the two countries resulting from a movement
of specie is expressly incorporated in the exposition of the mecha-
nism as, together with the elasticities of demand in terms of
money prices, determining the extent of the response to price
changes of the volume of purchases of each other's commodities
by the two countries. Even here the emphasis is mainly on rela-
tive price changes, but this can in part be explained by the fact
that Mill treats a rise in the prices of a country's own products
as necessarily involving also a rise in its money incomes, 17as well
as by the fact that he is here primarily concerned with the effects
of disturbances on the "gains" from trade, rather than with the
mechanism qua mechanism. _

Cairnes, in his better known expositions of the mechanism of
international trade, 1' makes no reference to the relative shift in
means of payment, or in demands for commodities in terms of
money, as a factor contributing to the adjustment of international
balances. But in an earlier essay he emphasized the role it plays,
and showed that he was aware that he was adding something not
in the usual version :

" F,_ oi, s_ _Lu.tt_d _st/o_, t844, Essay t.
=Cf. _d., p. 16: "As the mcg_eypricesof all her other commodkies[=her

_,,.u_] have _ the moray /ncom_ of all her _lucers have /n-
creased."

I"_. /_., pp. a6-_ (Mill is _ the eK_'t on the gains from trade
_ an importdmy _ by _ on C,erm_ I_) :

The equilibrium o_ trade would be disturbed H the impmltkm of the tax
diminlshedin the slight_ degreethe qmntity of linencomun_d...the
bahugetherek_ mint betm/din money.Prkes w/ll b_l in Germany,and
rite in Etqilamt;linenwill _11 in the Germanmarket;cloth will rise in
the F..agllsh.The Germanswill paya hlgherprlcefor doth, and will have
anmllermtmeyincomesto Imyit with; while the I_J__ish will obtainlinen
d_, that is, its pricewill exeeed what it geviomly was 1_,less
the =m_t _ the d_y, whik tl_r _ d _}mi_ it w/ll be /n.
-crmed by the immme of tier _ _:
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• .. it is not true that the motives to importation and exportation
depend upon prices alone ; and, should the fall in prices he very sud-
den and violent, I conceive its effect on the whole would be rather
unfavorable than otherwise on the exportation of commodities ....
if any cir_amstance should occur to render industry less profitable,
or to diminish the general wealth of the country, the means at the
disposal of the community for the purchase of foreign commodities
would be curtailed. Without supposing any alteration in prices, there-
fore, the demand for such commodities would decline and conse-
quently the amount of our irr_portswould fall off. And conversely,
if the opposite conditions should occur, if the wealth of the country
were to increase, we should each on an average have more to spend;
a portion of this increased wealth, without necessarily supposing any
fall in prices abroad, would go in extra demand for foreign corn-
modifies; and our imports would consequently increase . . . and
what takes place here will of course take place equally in foreign
cotLntries._t foTlows, therefore, that the relatiml between our exports
and imports, and, by cowsequem:e, the influx and eft]tax of gold, de-
pends not only on the state of priees here and abroad, hut also on
the means of purchase which are at the command, respectively, of
home and _foreignconst_mers.

[In the _ases of crop 1mlm_s, military rem/tt_aces abr_d, etc.]
The t_nderenee of so much _ from this country to foreign
countrles--though it need not interfere to any great extent with the
proceedings of commerce at honm_yet alters the ifisposable wealth
comparatively of this and other cotmtfies; their means of expendi-
ture is prolxn'tionaUy atterecL mad _ly their demand _or
each other's goods. There is _ in the dmmmams a_ a
transmimioa of _ from this ¢a_mtry, a provls_ made for its

theroted prk or

Mill, _'s d_trine fl_t_ _ loan _ mot re-
sult ia a tcmmuiss_ of _ m" ia _ _ in lr/cm.
by inv0/kiag the _mmt elWeetof the telalime elkm_/a _
power" or mmey immaes ia the two ¢mmUles ou tlmir trade
bahaees:

imllci_ _ me ima_ a _a¢7, aide a _ _=m,e ia mmata_
t_n in _ _ em_r_ i__, _m _ nd_i_ _rke dm_s _
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Suppose that A owes B £x,ooo, ooo annually. This debt is a claim
in the hands of B, which increases her purchasing power, being added
to the amount of that power otherwise derived .... [It is also
doubtful whether in case of interest payments or repayments of pre-
vious loans] Mill is correct in asserting that the quantity of money
will be increased in the creditor and reduced in the debtor country.
The sum of money incomes will no doubt be higher in the former;
but that increased amount may be expended in purchasing imported
articles obtained by means of the obligations held against the debtor
nation.... Nor does.it follow that the scale of prices will be higher
in the creditor than in the debtor country. The inhabitants of the
former, having larger money incomes, will purchase more at the same
price, and thus bring about the necessary excess of imports over
exports.21

A few years later Nicholson presented a similar criticism of
Mill's reasoning, worked out in some detail, and accompanied by
a denial, based on crudely fallacious reasoning, that price changes
and specie movements played any part in the mechanism, w

A number of the most hnportant nlneteenth-century writers on
the theory of international trade thus recognized that relative
shifts in the amounts of means of payment, or of incomes, exer-
cised, independently of relative price changes, an equilibrating role
in the mechanism of adjustment of international balances to dis-
turbances. _ But there were important divergences of doctrine
between these writers. It was common doctrine for all of them

that a change in relative money incomes resulting, say, from loans
would contribute to the adjustment of the balance of payments
to the loans through its influence on the relative demands of the
two countries for each other's commodities. But one group (i.e.,

"C. g _ _ someap_miom d the theory of inte_-c,_idaalWade,"
_¢rly ioa_al of ec_omics, IV (sgg), p. I6. (Italics in original.)Ricardo,
in his lat_"corrcspondem_with MaIi.htt_,while eominuingto deny that a crop
failare or a unilateral remittancewoakt remit in relative price changes,con-
cededthat it would result in a movcmem of specie irma the debtor to the
creditor_ suffa:iemto restorethe normal rdatiomhi_ in each country
betwcmqmmtit_ of goods and quamit_rof _,_y. (See n_ Cuadds/_e,
pp.x_-_.)

-j. g NicSd.o_ _ d _m_aa ,,eeaom_,,II (z_,), a_._. In the
prda_ N_ asade an adtaam,ledpa_ to Baml_ _a" his cardut re_-
.ioa MI altldm of the cllpters ms the tbaay of fordsn Uade-"

=It m.y be siZnlfama,as isatkat_ lamlhle _ that d tbe.e
writer, LoaSga_ Cakm_ amI lhsta_ had art teea _ wlth Tdmlty
Cdk_ Dat_ as _ or _mor_ _ ia_ sad N_ bad re-
calvedhe_ irom Basud_
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Ricardo, Longfield, J. S. Mill, Cairnes) either explained this shift
in relative incomes as resulting from a prior transfer of money
or conceded that a transfer of money would result from it,
whereas another group (Wheatley, Bastable, and Nicholson, and,
at one point, Cairnes) denied that any transfer of money need
take place. One group (Longfield, Joplin, Cairnes, J. S. Mill) left
an important place in the mechanism for relative price changes,
whereas another group (Wheafley, Ricardo, Bastable, Nichol-
son) denied, or questioned, the necessity of relative price changes
for the restoration of equilibrium.

in the later literature there continue to be presented explana-
tions of the mechanism of adjustment which do and others which
do not assign an equilibrating role to the relative shift in de-
mands, and some writers who at one time take pains to point out
its significance at other times permit it to drop out of their ex-
position and revert to an explanation in terms solely of relative
price changes. Mainly owing to Ohlin, however, there has been
a growing awareness of the issue, and an increasing readiness to
give weight to this factor.

Taussig, WickselL--In an article published in I917, and deal-
ing primarily with the mechanism of adjustment under a paper
standard currency, Taussig argued that in the case of an inter-
national loan under a metaIlic standard that part of the proceeds
not used immediately by the borrowers in purchase of foreign
goods would enter the borrowing country in the form of goods
only after a remittance of specie from lender to borrower had
raised prices in Lh¢borrowing country and lowered them in the
lending country._ In a reply to this article, Wicksell claimed that
the increased demand for commodities in the borrowing country,
and the decreased demand for commodities in the lending country,
wo_l "in the main" be sufficient to call forth the changes in the
trade balance necessary to restore equitibrittm in the balance of
payments. He held that it would not make any difference if the
increased power of purchase in the borrowing country were
directed toward its own la'odacts rather than impurm/products:

. . . this of comae wocld diminish the impm_ lint if the value of
ia_an _ the_ue d _ hygem_ theamamthor-

imqwto/m. XXXl (mx_9.
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rowed during the same time, there would be no occasion for sending
or receiving gold.

Gold would move to the borrowing country, but only because,
and after, it had acquired additional commodities, and not before
the transfer of the loan in the form of goods, m

Taussig, in his brief rejoinder, confined his discussion in the
main to other points and did not adequately meet the fundamental
issue raised by Wieksell as to the role played by changes in de-
mand in the equilibrating process. To Wicksell's denial of the
necessity of specie movements at an early stage of the process of
adjustment, he made an effective reply: "I find it difficult to con-
ceive how 'increased demand for commodities' will cause a rise

in the price 9f commodities, unless more money is offered for
them; and no more money can be offered for them unless the
supply of money is larger. ''_ This may seem to imply an accept-
ance by Taussig of Wicksell's doctrine at least to the extent of
recognition that changes in demand do play an equilibrating part
aside from price changes, for if there is an increase in demand
it operates to increase the amount taken at the same prices as
well as to increase the prices, but I cannot find a dear statement
to this effect either here or in his later writings. Taussig also
pointed out that Wicksell's denial of the possibility that relative
price changes could be an important equilibrating factor, since,
transportation costs aside, commodities tend to have uniform
prices everywhere, overlooked the existence of "domestic" corn-

modifies not entering into international trade, whose price move-
ments could diverge from the movements of the prices of inter-
national commodities and thus contribute to the establishment of

a new international equilibrium, rr
"Carmda's Balance."---In x9z4, reviewing this discussion be-

tween Wicksell and Taussig, I conceded, as had Taussig in his
original article, that to the extent that the new spendable funds

ig.a_t Widndl, "Iattraaioaal frdgl_ aad prices," _/d., XXXII (19z8),
4o4-io. W'_ is here follo_i.,_ _ CL _a, p. 3o3, note _.

" O_tert_ jo_._ of eco_mcs, XXXII (_tS), 4ZO.-L_
'r/b_ E_ _th_ were _o "domestic"commodities,and if the prices of

d _ were _y milom an_n_Imut tl_ wodd. relat_ prlee
el_ cmuldstgl bean _ l_-tor. _ it is tl_ rdat_ _.r_ in
prk_ d _H_tna _ in the _ _rket, not the _ _
m pa_ _ a_ _ _ _t _nm nm_m. _kh i, the _
Im_e l_tor _ lhe nwd_nL See _. I_ _
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in the borrowing country resulting from the loan were used in
the purchase of foreign commodities which otherwise would not
have been imported there would be a contribution to adjustment
independent of relative price changes. I also accepted the argu-
ment, which I attributed to Wicksell, 2s that the use of the pro-
coeds of the loans to purchase home-produced commodities which
otherwise would have been exported would similarly contribute
to adjustment. I concluded, however, that there was no a priori
reason to expect that these two factors would suffice to bring
about adjustment, on the grounds that: ( x) the theoretical expec-
tation would be that in the absence of price changes the same
percentage of the additional, as of the original, spendable funds
would be used in the purchase of "domestic" or non-international
commodities; and (2) unless in the absence of price changes none
of the borrowed funds would be used in the purchase of "do-
mestic" commodities, there could not be adjustment of the balance
of payments without relative price changes, t* As will appear
later, this last proposition was an error, resulting from my failure,
at this point, so to bear in mind that a diversion of productive fac-
tors from production of exportable commodities for export to
production of domestic commodities for domestic consumption
would, by restrictin_ the volume of exports, contn'bute as much
to the adjustment of the balance of payments as would an

"I cannot now find an explicit statement of this ar_nm_ent by Wicksell.
Nicholson, however, had presented it in :8_._See his Principles, H (x897), 289.

"Caaadds ba/a_e of i_'oan//ade2aedaeLt, tga¢, pp. zo4-o6.
mIn the analysis, later in the same book, of the influence ou its export trade

of Canada's import of _ I did point ou_ the equlhl_ratlng intluenc¢ of this
additional factor :

It is dLClieult to explain the decline in the pexcentage of exports to total
[_l c_mmd_ _ _ reer_'e to the capital bor-
rowinesfromabroad....The_._pam,ionofmanu_mlng notonlyab-
sorbedan increasedWooortimof the Camdinnproductlonof raw materia_
but it wlthdrewlalm¢'fr°m the w°dtEtitm°f raw materlahwhich°ther"
wise _ have lama exported,'tothe ¢onst_doa of #am and equimaem
and the _bricafioa. from impo¢_ raw mamiah, d mm___-__msde0m-
_ for _ mmnml_ The _ o_ road,, tow_ md

d _ _ wl_h would _ bav¢ bern availa_ for

ires wett aim m halmtm hetor ia ,tmietlm eqmea, elmati_ m-
_ wlat the fattm _ _ (/_,-m- _L
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equivalent increase of imports or of domestic consumption of
products hitherto exported.

Keynes, Ohlin.--Tbe discussion of the transfer aspect of the
German reparations problem gave rise to intensified discussion
of this issue, hut the contributions of Ohlin and Keynes can alone
be dealt with here. Ohlin, in an article published in I928, hid
strong emphasis on the role which a relative shift in demand for
commodities, in terms of money, upward in the receiving coun-
tries, downward in Germany, would play in adjusting the Ger-
man balance of payments to the reparations payments, thus mak-
ing relative price changes adverse to Germany a subsidiary and
probably unnecessary part of the mechanism, and easing the task
of transfer of-the reparations in the form of goods, st In this
article, it apw-ars to me, he took a position with respect to the lack
of significance of relative price changes in the international mecha-
nism more extreme than the treatment in his later book (which
still seems extreme to me). He argued that when international
unilateral remittances occurred a change in price favorable to the
paying country was as likely to take place as one unfavorable to
that country, and that in the absence of knowledge of the par-
ticular circumstances it must be presumed that no relative change
in prices will occur, aa He further claimed that even if a relative
price change unfavorable to the paying country did occur, it
would only he at the beginning of the payments, and would not
Ix'rsist long enough to be significanL aa

In x929, Keynes, in a pessimistic article on the possibility of
transfer of the German reparations, which stressed the difficulties
which Germany would encounter even if she succeeded in provid-
ing for the payments in her government budget, did not take into
account, as a factor facilitating economic transfer of the pay-
ments, the shift in the demands for commodities which would re-
stilt from an initial transfer of means of payment from Germany
to the receiving countrie#. Oklin replied, invoking this shift as a

m"l'he reparatlomproblem,"lade_r,AWil, I928.
m/b/d. P. 9: "There is no din_t rmsoa why A's export art/des shouldgo

up in price or We go down. In both it is a questionof A's increaseddemand
bahmiag B's reduceddemata£ In any case an i_e in the total denumd
nayjust as welt ap#y to B's as to A's iatenmtimmlgoads. Withouta knowl-
edge-of the _ in each particularcase we mmt la'estunethat no
_ smmm o_ t,rim takes prate?

"/'m_L,I_ vx
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factor which would lessen the seriousness of the transfer prob-
lem, and there resulted a further exchange of views between the
two writers, in which neither succeeded in converting the other.84
Ohlin did not state his views as dearly as he has since presented
them, and on one essential point he made an unnecessary conces-
sion to Keynes.

Keynes reasoned throughout, on the conventional lines, as if
the only factor tending to adjust the German trade balance to its
reparatioris obligations could be an increase in German exports
relative to imports resulting from a fall in German prices relative
to outside prices. Taking an extreme case to emphasize his point,
namely, where the foreign (simple "Marshallian") dasticity of
demand for products of Germany was assumed to be less than
unity, and abstracting from the possibility of a reduction in the
value of German imports, he concluded that "in this case, the
more she exports, the smaller will be the aggregate proceeds.
Again the transfer problem will be a hopeless business"--i.e., the
reparations in this case could not be transferred even if relative
price changes did occur. Keynes therefore conduded that the
elasticities of demand of the two countries might be such as to
make transfer in kind wholly impossible, and that for such trans-
fer to take place in any case, "the expenditure of the German
people must be reduced, not only by the amount of the reparation-
taxes which they must pay out of their earnings, but also by a
reduction in their gold-rate of earnings below what they would
otherwise be," that is, German money wages, etc., must fall even
aside from taxation thereof,s5 This Ohlin denied.

At a later stage of the controversy, Keynes explained that he
had attributed little (no?) importance to changes in demand con-
ditious, because he had assumed that Germany was not in a posi-
tion to export large quantities of gold, and because if Germany
did ship gold her products would have to share the benefits of the
resultant increase in demands outside Germany with the products
of hhe rest of the world, so that the gain to her export trade

mF.coaom/¢ joar_/, XXX,rX (zgag) : J. M. Keynes, "_he German _mlsfer

_" x-7; B_ o_ _ _ _lyy_a i a _mi_," r_a-Ts;
K:-_es,"Therelmatita _ a _oinder, x_0-aa;Oh_ "]gr.geSms'
vie_ oa the ¢eander la'ol_an: If, a r_oimler," 4zoO; K_aa_ _"_ on the

proWem: III, a re_y," 4o4-o_
=Ib/d., p. 4.
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would be negligible, s6 To this it could be replied that the ratio of
gold shipments to aggregate reparations payments over the entire
period would not have to be large, since a given transfer of gold
will continue to keep up the level of foreign demand in terms of
money for German goods by some fraction (or multiple) of itself
per unit period as long as the gold stays abroad; it will operate
not only to raise the foreign demand for German goods but to
decrease the German demand for foreign goods; and if in the
first instance all, or most, of the receiving country's increase in
demand is directed to the products of third countries, these coun-
tries will acquire the specie surrendered by Germany, and their
demands for foreign commodities, including those of Germany,
will rise. But Keynes, apparently to the last, failed to understand
Ohlin's argument that the initial transfer of specie, or its equiv-
alent, would result in a relative shift in an equilibrating direction
of the demands in terms of money prices of the two countries for
each other's products, regardless of their elasticities. He still ar-
gued that if the world's demand for German goods had an elas-
ticity of less than unity, "there is no quantity of German-pro-
duced goods, however great in volume, which has a sufficient
selling-value on the world market, so that the only expedient open
to Germany would be to cut down her imports. ''8_ But elasticity
of demand of less than unity for German exports would set a
definite limit on the value of such exports only if no increase in
the foreign demand for German commodities in terms of money

lb/d., PP.407ft.
lbid,, p. 405. Pigon has expoundedthe same doctrine.Cf. "The effectof

reparatiomon theratio of internationalinterchange,"Econonticjour_tal,XLII

Thussupposethat Germanyis normallysendingso muchof her exports
abroadand buyingwith them so muchimports; and that, on the top of
thissituation,she is subjectedto an indemnitywhose amountis expressed
in F,mOishgoods. If the indenmityexceedsthe previoussum of English
exportssent to her by us, so that it cannotbe paidby Germany'sdispens-
inf with_ exports,and ii also the Englishdemandfor Germangoods
in respectd enlargedquantitleshas an elasticityless thanunity,Gernmny
¢mmot,howerermuchshe increasesher exportsto us, providethe means
e_ tm_g the"maenmity.

Pigou uses _demm__" herein the slmOe monetarysense or in the
reciprocaldemand_ this would not aecessa_ be true since in either

the-_ _ for Germ_ _ miOt shift in a d/reef/o, favor-
m C,mm_ _ the resalt d the reeelptby Ensla_l d relmmiom I_Y-
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resulted directly from the transfer abroad by Germany of
specie, as

The failure of the two writers to make themselves clear to

each other, and especially the failure of Ohlin to convert Keynes,
was probably due in part to an ambiguous and otherwise unsatis-
factory use by both writers of the treacherous term "purchasing
power." Ohlin's argument that a relative shift in demand for each
other's products would occur rested on the doctrine that the pay-
ment of reparations would commence with a transfer of "pur-
chasing power" from Germany to the receiving countries and
that the resultant relative change in the amounts of "purchasing
power" in the respective areas would bring about this relative
shift in demands for com,_odities. In reply, Keynes presents a
hypothetical case, where Germany, having succeeded by some
means in developing a net export surplus of £25,000,ooo, meets
her reparations obligations to the extent of £25,ooo,0oo out of
the proceeds of this export surplus. Exploiting to the full the
ambiguities of the term "buying power," he then claims that
"the increased 'buying power,' due to the fact of Germany paying
something . . . will have been already used up in buying the
exports, the sale of which has made the reparation payments pos-
sible," whereas "Professor Ohlin has to maintain that the 'in-

creased buying power' is more than £25,ooo,ooo, andwif his
repercussion is to be important--appreciably more. ''s' Ohlin, in-
stead of pointing out that the increase of "buying power" in
France which could be counted on to bring about real transfer of

**Ohlinlater pointedthis out (Interreghmal and intcraah'onaltrade, I933,
p. _).

In his later Treatise on money (x93o, I, 34o-4a), Keynes returnsto the
proldcmbriefly,but withoutm_.a:hadditionto his earlier atsii_aem. He here
stress_ the dimity of sm'renderd gold by Germany;apl_trs to Lqtc,i_et
Oldin'sargmmmt,perhapsrightly, as restingon the assumptionthat neither
re_tive price d_m_es nor _ movementsare necessaryfor transferof
reparationsif the propercredit laaicles are adoptedin _ying and receiving
_-;es; and takes it foe sran_ that a loss of gold by Gmmny, in the
akeme of a dm_ in eredit policy, meam a 1reveringof money wag_ in
C_-_y. But it is thwmica_ poui_ for _tiom to _ _ v_th-
out relatlve_e change, _hout dmns_ in the mml Sold reserve mtim in
e_- o_x_,, _l_out a _U in money_mq_sin tlw _ ___ o_a rise
ia _ae _ mmry, th_ah thc _ d m i_ai_ _ d _
and _ cffcct_ _a ngafr_c dmmacb ier _ ia _'ms d mm_y. S_

"_mun_ immag, XXXIX, zS_. (Italics imne_iml.)
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reparations would precede rather than follow the real transfer,
and would not be "used up" by the French import surplus of a
particular year, merely replied: "Surely it is easier to sell many
goods to a man who has got increased buying power, even though
after buying them he has no longer greater buying power than he
used to have !,,,0 a reply which conceded too much to Keynes, and
left his argument intact instead of refuting it.

For Keynes, the real transfer of £25,o00,ooo of reparations
was due to a fortuitous development of an export surplus by Ger-
many, payment for Which Germany was wiUing to accept in
credits against her reparations liabilities. Suppose, however, that
Germany's first step in her attempt to meet her reparations obli-
gations was the payment of £25,000,000 in gold to France, and
that in France this increase in gold had its normal effects on the
total volume of means of payments. Suppose also that thereafter
at each reparations payment date, Germany credited France anew
with £25,coo,ooo in German funds at German banks. Frenchmen
would now have both increased willingness to buy German goods
at the same prices and increased power to pay for them in French
currency, and there would therefore tend to be recurrent French
import surpluses with respect to Germany. These import surpluses
could be liquidated internationally by drafts against the repara-
tions credits in favor of France periodically set up by the German
government in German banks. As long as Germany continued, in
the narrow financial sense, to meet her reparations obligations, the
increase in the French willingness to buy and power to pay, as
compared to the pre-reparations situation, would never be "used
up," but would be everlasting. But the question of the .Rlace of
willingness to buy and power to pay for foreign commodities in
the mechanism of transfer of nnilater_ payments will be dealt
with in a more fundamental manner later, after a needed digres-
sion theroteof prkechangesinthe

p/. l_czs is THg MECHA_LSK: THE CoNcEr'r oF
"Pitlc_ Lr,'lgLS"

Aa expe|iaeaof o| p,lee dmngesin
med_m of inmmtioml trade u it a_ a parficuiar oam-
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try would explain both what would be the necessary relationship
under equilibrium between prices in that country and prices
abroad, and in what manner if any fluctuations of prices would
contribute to, or would be associated with, the restoration of
equilibrium when it had been disturbed. In tracing the develop-
ment of doctrine on these questions, it is once more convenient
to begin with Hume. For our present purposes it is convenient to
accept as the predominant criterion of equilibrium in international
trade under an international metalfic standard a situation in which

there is an even balance of payments, i.e., no flow, and no tend-
ency to flow, of lmilion or specie from country to country?

Hume held that when the balance of payments of England with
the outside world was even, the "level of money" in England and
in neighboring countries would also be equal, subject to minor
qualifications. The mechanism of international trade operated to
bring money to a common level in all countries, just as "all
water, wherever it communicates, remains always at a level."
Hume meant by "level of money" the proportion between money
and commodities :

It must carefully be remarked, that throughout this discourse,
whenever I speak of the level of money, I meat always its propor-
tional level to the commodities, labor, industry, and skiU, which is in
the several states. And I assertthat where these advantages are
double, triple, quadruple, to what they are in the neighboring states,
the money infallibly win also be double, triple, quadruple. 2

Modern usage makes it tempting to translate "level of money"
by average value or purchasing power of money as against com-
modities in general, with some statistical average of prices as its
reciprocal. But this would be an anachronism as far as Hume, or
even as the classical school as a whole, was eonceme& Hume

wrote before the first atternpt in England, that of Evel_a in z798,
to measure changes in price levels by means of statistical aver-
ages3 Even after x798, the leading economists until the time of

xThis dermltioa,of comte,_d fit orJy either a static world ia whlchth_
world stock of mcaetary gold was subject ntither to aa:retion from mlnu nor
to de1_-ti_ by wear and tear or imlmlrial uW., or etse a 1mild in whlch esrat
ctmtry prodma ttz s_t it tz_ for imttm_ _ c, to rt#_
momtary_marandte_.

"Sir _crlce Sha_harah EvotTa,+"_ _ ol _oomemleavm.+to Meet-
rain a madard o/ _-.i_t and amman" P_ _ of t_
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Jevons either revealed no acquaints_nee with the notion of repre-
senting, by means of statistical averages, either a level of prices,
or changes in such level, or found it inacceptable for various rea-

sons, good and bad. 4 While a number of crude index numbers
were constructed during the first half of the nineteenth century,
none of the classical economists, with the single exception of
Wheafley, would have anything to do with them3

Hume's use of the term "level" troubled some of the classical

economists. Wheatley claimed that Hume was inconsistent in
arguing both that money everywhere maintained its level and that
one country might retain a greater relative quantity than an-
other, "which is incompatible with the nature of a level. ''6
Ricardo, in his published writings, seems to have avoided the use
of the term "level" for the general state of prices, although he

used it in this sense freely in his private correspondence. 7 He re-
fused to acknowledge that there was any satisfactory way of
comparing the value of money, or of bullion, in different coun-
tries :

"Cff.,e.g. : Ricardo, Proposals tor an economical and secure currency [1816],
Works, p. 4oo:

It has indeed been said that we might judge of its value [i.e., the value
of moneyl by its relation, not to one, but to the mass of commodities.
If it should be conceded, which it cannot be, that the issuers of pal_r
money would be wilting to regulate the amount of their circulation by such
a test, they would have no means of so doing; for when we consider that
commodities are continually varying in value, as compared with each other ;
and that when such variation takes place, it is impossible to ascertain
which commodity has increased, which diminished in value, it must be
allowed that tuch a teat would be of no use whatever.

Cf. also, Malthus, review of Tooke, Om_rterly review, XXlX (I823), pp.
234-35: ibid., Principles of political economy, tst ed., x82o, p. I26; William
Jacob, _fs hlaorical 6_4dry into Ow prodwc6on and comeumptlon of Ow predo_
mete, I83I, IX, _-_; Arthur Young, ,an inquiry into ti_ progreasi_e twlue
of mom,y m Engtomt, I812, p. I34; TO0_ in Report from Select Committee
o_ bamks of _, ZP_o,p. 337.

"V_ was sharply rebuked by Framis Homer for his reliance on
Evelyn's index _, with which Homer found fault on the Imsis both of
gcmfim shortcomings in its mode of co,_-_on and ot objections, weighty

otherwise, to the index number lngic.--"Wheatley on _ and com-

"Ktmy _ a_ awory of _, I (x8o7), 2-3. Tim incomistemy is not
alamre_ The equality of level which Hume posited was not between absolute
quamit_ of money but between the proportiom of quantities of money to
quamit_ ¢ff emnnmditie_ _ prices, and he conceded the possibility of differ-
emzs intht.e twovortiom only if moaey _ _ or, for metallic miner,
if lm_r ttmm,y was al_ reed, or where equaUty d pmportlom w'-a diVan'bed
by di_ in tramportmi_ _ as l_tw_ export ar.d import.

"Ea_ Laura to Malt_, t_ x6, 34, _7, x_
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When we speak of the high or low value of gold, silver, or any
other commodity in different countries, we should always mention
some medium in which we are estimating them, or no idea can he
attached to the proposition. Thus, when gold is said to be dearer in
England than in Spain, if no commodity is mentioned, what notion
does the assertion convey? If corn, olives, oil, wine, and wool, be at
a cheaper price in Spain than in England, estimated in those com-
modities, gold is dearer in Spain. If, again, hardware, sugar, cloth,
&c., be at a lower price in England than in Spain, then, estimated in
those commodities, gold is dearer in England. Thus gold appears
dearer or cheaper in Spain, as the fancy of the observer may fix on
the medium by which he estimates its value.8

Malthus denied that money necessarily maintained a uniform
level in different countries, if by uniformity of level was to be
understood necessary eqtmlity of the prices of some specified com-
modity or of the "mass of commodities. ''9

What then were the views of the classical writers with respect
to the relationship of prices and of the value of gold in different
countries ? The following seems to be a correct interpretation of
their general position: (x) When they speak of the value of
money or of the level of prices without explicit qualification, they
mean the array of prices, of both commodities and services, in
all its particularity and without conscious implication of any kind
of statistical average; (2) when they postulate a tendency for
the uniformity of the value of money, or of prices, in different
countries, they have reference only to particular identical com-
modities taken one at a time, and only to transportable commodi-

ties, and they claim such a tendency for uniformity only subject
to allowance for transportation costs both for the commodities
and for the specie; (3) where the monetary units are not the
same, or where different standards are in use, they postulate uni-
formity in the prices of idsmtical commodities only after con-
version into a common currency unit at the prevailing rate of
_. andtheypostulatetmiformratiosbetweentheprides
of d_erent trampor_ble _ in the etmeneh_ of the
_e countr_ '°

'r' I II ,,,, ,, ........

-l_e mi_-af_ _ it _ be _ is tct_em mleor mffirk_t_
_ _ twO*_ mt _ cmt _
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Most of these propositionsare implied in the following passage
from Hurae:

The only circumstancethat can obstructthe exactness of these
proportions,is the expense of transportingthe commodities from
one place to another;and this expense is sometimes unequal.Thus
the corn,cattle, cheese,butter,of Derbyshire,cannotdrawthe money
of London,so muchas the manufacturesof Londondrawthe money
of Derbyshire.But this objectionis only a seeming one; for so far
as the transportof _iities is expensive, so far is the commu-
nicationbetweenthe placesobstructed_nd imperfect,n

In spite of the obscurity of his exposition, it seems clear that
Ricardo would have subscribed to these propositions, and that
where occasional statements in his writings appear to conflict
with them the inconsistency is only _t. Thus Ricardo says
at one point that "the value of money is never the same in any
two countries" and that "'the prices of the commodities which
are common to most countries are also subject to considerable
difference";_ but the contexl shows that he had in mind the
differences in differe_ntcom_triesin the purchasing power of gold
over particularcommodities which were due to the cost of trans-
porting gokt, to bounties m_dtariffs, tothe cost of tramport_
goods, and to the existence of neo-tram_perl_d_le"home commodi-
ti,:s" wl_d_, a_e._l_ to _,,,_ would be h_ber in prke in coun-
tries where the eff_ of labor in export industries and
therefore also the wages of labor were omnprafively high, and
!_ iaduded as am_ in ti_ value of money its purchasing
powerin terms of labor, which he assm_ to be a _-
able_.m In a _ to MmMms,l_u-do _uceded that

to Em_ althm_ the vak,e of _kl iu t_ms of camm0dities

U'eudsof the ratineof L_ldbr refermee to the t_mpo_mion costs
of _ mini the _ of mm4ra_'_ie ram-
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Wheatley held that in the absence of tariff barriers "corn and
manufactures . . . would always be brought, or have a constant
tendency to be brought to the same proportion and price in all
countries, with the exception of the charge of transit between
them. A difference to the extent of this charge might always
exist; but if trade were open, the difference in the price of corn
and manufactures, in any two countries, could.never exceed the
expense of bringing in the one and taking out the other. ''1_

The classical school and its important followers all held the
same views on this point: after allowance for transportation
costs, the market prices of identical transportable commodities
must everywhere be equal or tend to be equal when expressed in
or converted to a common currency, is When, "therefore, critics
of the dassical theory have taken it to task on _e ground that
it explained the adjustment of international balances by the in-
fluence on the course of trade of divergent market _ in
different markets of identical transportable comm_"ties, 17 or

_'E_ msthetkcory of mon,_.II O8==). Io3.
"Toreros (The _, I844_!., _ pl_ liii f.) _om flmt_anat-

tem_ by Lm_on to refu_ his _ _ on the _ ;1_ rests
on the _mi a_m_e_" that tlmrecould prevail_ difl_euees in'price
for _ _ in _a_l _ whereashis ¢mgtusiom"had
been_ from the _mmWti_ _ {_-ri_e and nm_nt's profit being_
excludedfromthec=._latlon,f_¢thesakeof-simplk-ity_d br_tlr)whenthe
price of cloth fell to _o s. per bale in E,_h___l,itw_Id be soldforzo s.
perbale in the marketsof Cuba;and tlnt, whm the prke of su_tr in Cui_
ro_ to 4o s. per ,--wt.,it wouktbe soldinthe matins of Enslaadfor 40 s.
percwt."

Whem_ ia ;8S6, in what was Imsmted as rmla_ an merifi_ matlmm_
cal _ ef J. S.]_rs decerlmonimematioealera_ f_mnla_l vhat
he ca_edtl,e _ of _ of ilmati_ Wi_," to the eSe_t
t_t, _ _ be;,_a_r,_ed _,_m,"whenthe_ trade
hasb_ _ therdaXiveva_ of all _ whicha_ extxn'ted
andhnixn'tedis the same_ thetw_ _m-les."--"Mae_ma_ai _

See _ far similar reamninS: _ T_r_ _ o_ c_e,

p.as8; T_sslS, "_ f_hts andlwlees,"_ josma/_¢c_-

le._b _.e_ Suee_aadis_ _ _hb_. _ sw._
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when followers of the O_ssical theory have attempted to defend it
although themselves giving it such an interpretation, Is they have
misinterpreted the classical doctrine. •

When costs commcted with trath-l_ortation, including tariff
dttties as such, are taken into account, prices in two markets for
idmtical commodities can tory independently of each other within
the limits of the transport_caz_costs in either direetioa between
these markets_ except as_'_connection.of*both markets with a.third,
marketmay impose'narrower limits. Asmming ordy,X-ivomarkets,
A and: B_ _ cost of transportation Cram .A to Bjof-m, and. from
B to 2t.tof n, and a _logiea/possibility of the-_pmduetkat of -
the coimm_ty in_eittter_A or_B; _ad it.is pomibld, (_) wher_P_.,
is the price it A, for'tl_'pri_i_B tdtye_anyw}tere ffnam Po +m •
to P,--_, and (_) when P, is the pried iwB,,for tiie In'ice in A
to *lm?mtywhert_ _rom' Pb +,t .tO-P6 _-,m. If, fife, c0mmodltyds
regularly moving'h'om Dae m_m the,other,/dm .prlee.in _he
buying-market'must obvimmly:he higher than' the _ ii_-'zhe
sdliagmarket by exactly the cost.of _-amportatioa,-Imt tht possi-
bil/ty of _ of directk_of ;movemeah or of eessatkm.oir _

of _ la/eatt_ of mbstimtimx in one couatry ot'
domestic _oduefion for./mlm_ or of imp0rt'_fot domestid produc-
tion, makes the doa_on-eost._rattg_L_f possible rda,
tire*ariationinprketmmtianyofpratticalsiOfttmce,n

ecoso.//_,XXXII (tga$)__ ' ' _.....
=a.A.c. whi,a_r, "Zhe _.::-. theo_ of _ mvemat_," _m_¢_,_

caw_',/atltm_, _ m6 _.
m_ _ _hata resensal in the _ ¢I movememd a

_c=,-s_ i, Waetlm_ _ ¢ae m'it_ has baaal _ absu_

B. _ _ aad dmmtk ¢mmedmes aad h'_e_ee_ et

tm_¢_ Im_ _m_l ia _ Imt, _ i_ _ t_ m_¢ d tmu= in Cw_

To_ _.gmm_ tl_ a _Wm_tlffil_ d _ oltte rdati_ lri_the .tree _ ia twe _ affirk_ b W.s_e i_ eheemmodi_

htammr ahtan tim in mat_ ea_ _ _a" _ hr _idt
tmts m. _mrt _ at_ _,_ kltth_e eaim aa malUhi,m
ia_ _ am/_ataue_me.efaumme-w_ t_
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It may be objected that some difference, slight though it may
be, must exist between the market prices of identical counnodities
in different regions, even in the absence of transportatiou costs,
if there is to be any inducement to move the commodities from
one region to the other. This is not true, however, with respect
either to intranationalor to international trade. When there is no
intermediary between buyer and seller, the selling price and the
buying price, f.o.b., are the same price whether the buyer is here
or abroad. The only difference in price necessary to induce export
_mmA,to_f a _,amnod_,4_msportatiou costsbeing
assumed to be zero, is an excess _n the actual or potential .mpply
price at whida B can procure the cmmmxlity from any source
other than A in the quantifies requited by B over the price at
which it can be proctoredtrom A.

Smh changes in relative ._s prices of/det_d commodities
in different markets as may _ within the limits of the ttans-
_rmtiou ¢mts and amy result in the ¢mn#ete cessatiou or initia-
ti_ of movmm_ or in a reverml of the direction of ttmvemmt,
of the Imrticular¢tmmmditimaffecttd, can ordinarily be a _,
,l_ m_y a minor,factorin brimO_ abo_ ad_ of tlh¢
omrse of trmie to d_mdmmms of _ dmmtkm such as
intemaaio_ k_nL h is n_ativedm_es ia the a_y _ of
idmtkal ammmdi_ as betmsmdtamt immtial sourcesof

_rma_mand emem ot tmd_ eam_ a slpnifaamm_ in fl_e
_ of ad_ammt of _ balamm
mdms,_m,pmliq _ _ erosd _ md d _hs. sd e,st
•'Wlrsm k aamd SllS_d b lgims b m eqd so IMs _smd k"
the dbtmJd 7mi_ d smt _ _ _mSk *meme_ d Sin.b"
_). Wbst1_ s_,sb, _" __J'_. mdbas mt hs dbpso_ fn¢ mm-
mdbiR _dh_ dm_ _ is bmmnnmio_rode md dm_s mine
suuiV___lhait dluumt __,_L.... ". _e4_ maw

let m _r_ a mmm0d_. _bm_ _dbi_ lln_km nmm_ 4ham_ A _
:_ -. gPi_.tkdetsn_bnm__p_eddJmisaJm_
B ms_ be suck m m sm_ tWb_ _mt _, sdmsds_ Ill mseeDm eJ _

uhmtJnemm_ B _bdi_ _o_tsgekek _mt_7 & me be m _m_ m _
a_ du _ tn1__nmtmp_ 4_m_ _d_ mpm _oeemm _ _ _
tmt_rwitlt m_ct _ _ _ i.e., mw m _ht _,d m_m-
mm dtl_ td_t.
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v. THE "TERMS-OF-TR_E" CONCEPT

In the classical theory, the discussion of the role of variations
in prices in the mechanism of adjustment of international bal-
ances relates not to relative variations in prices of identical com-
modities in different markets, but to relative variations in prices
of different commodities in the same markets, and primarily to
relative variations in prices as between export and import com-
modities. It concerns itself, therefore, with the effect of disturb-
ances on what are now called the "terms of trade." Changes in the
terms of trade were discussed, however, with reference to two
essentially distinct though related problems; first, their role in
the mechanism of adjustment and, second, their significance as
measures of gain or loss from foreign trade. It is only the
former of these problems that concerns us in this chapter. 1

The most familiar concept of the terms of trade measures
these terms by the ratio of export prices to import prices, what
Taussig has called the "net barter terms of trade," and I prefer
to designate as the "commodity terms of trade." The classical
economists, however, had also another concept of terms of trade,
for which they tacitly accepted the commodity terms of trade as
an accurate measure, so that they used the two concepts as quan-
titatively identical although logically distinct. This second con-
cept, which I would designate as the "double factoral terms of
trade," is the ratio between the quantifies of the productive factors
in the two countries necessary to produce quantifies of product
of equal value in foreign trade.

From Hume on, there was general agreement that some or all
types of disturbances in international balances would result in
changes in the terms of trade, and that these changes would con-
tribute to the restoration of equilibrium. As has been shown,
Hume held that a relative change in the quantity of money in
one country as compared to other countries would result in a
rise in the prices of its products relative to the prices of foreign
products, until, as the result of the influence of this relative
change in prices on the course of trade and on the flow of specie,
the "level of momT" bad again been equalized internationally.

"-_Sze/a/ra, l_ ,_5 ft., fi_ra _ _ d the ternmof tradem an
i_leg of ga_ or iz_ fromtrade.
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This was almost universally accepted doctrine during the next
century. Thornton and Malthus claimed, with Wheafley and
Ricardo dissenting, that a similar change in relative prices would
occur and would operate to restore equilibrium in the balance of
payments when it had been disturbed by a crop failure or the
remittance of a subsidy, and this also came to receive wide
acceptance, under the erroneous designation of the "Rieardian
theory." Ricardo conceded, however, that there were some types
of disturbance in an existing international equilibrium other than
those originating in the currency which would affect the terms of
trade, and he specified an original change in the relative demand
of two countries for each other's products and a tariff change as
disturbances of this sort. e There is ground for distinguishing in
this connection between different types of disturbances, and
Ricardo's distinctions have some measure of validity. In the ac-
count which follows of later treatments of the question, only the
historically most important controversies are referred to.

Ir;_h Absenteeism.--The economic consequences for Ireland
of the absenteeism of Irish landlords was a burning issue in the
eighteenth and nineteenth centuries and gave rise to extensive
discussion. The Irish complaints against absenteeism often rested
on mercantilist arguments to the effect that the remittance of the
rents abroad represented an equivalent loss of specie to IreLand.
The English classical economists, notably McCulloch, tended to
be satisfied that when they had demonstrated that the remittances
were ultimately transferred in the form of goods rather than in
specie they had also demonstrated that absenteeism was not eco-
nomically injurious to Ireland. An early instance of this argu-
ment follows:

When it is considered that, if in the natural order of things, un-
disturbed by such a meastrre as the restriction on six.e, the remit-
tances to absentees, by causing a balance of pecuniary intercourse

t CL !_ evidencebefore(Lord¢) Committeeon re_ptios of ca.thpayments.
]8t9, p. x_:

_. Doy_ mean that you dot_ _ an iaereaseof _
has not atmq, a_ to increa_ the iaxaimtim and _rcalth o_a
natioa?
"A. In no other way _m by _ for us a l_materqmmtltyof the
_ we _¢az i. exchat_ for a #yen qtamity ot oar toga oan-
modit_ t* ra,2mrfor a #vm qtmait_ ot the i_c-_C_"of our la_ a.mt
talar."
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against Ireland, would force an export from thence wherewith to
pay it, and restore the level, it may be fairly concluded that the
absentees, by bringing over their money to England, force the manu-
facture or produce to follow them, which, but for their coming, they
would necessarily have caused to be used at home, the only difference
is, that the produce or manufactures which their incomes naturally
promote, would come to be consumed or used in England, in the
stead of being consumed or used in Ireland ; and thus the encourage-
ment to the productive industry of Ireland may be said to operate
in both eases . . .s

Longfield 4 introduced into the controversy the question of the
effect of absenteeism on the Irish terms of trade, apparently for
the first time in print? He insisted that it was important to
examine wfiether the increase in Irish exports resulting from
absenteeism took place "in consequence of a diminished demand
[for Irish products] at home, or an increased demand abroad,"
and claimed that the former was the ease, because Irish landlords
living abroad would not have the same demand for Irish com-
modities and services as would the same landlords if riving in
Ireland. In order to induce acceptance of the rents in goods instead
of money, therefore, the Irish tenants would have to offer more

"Reportfrom the Committeeon the circulating[roperof Ireland, x8o4,p. 2o.
CJ.also, to the sameeffect: LordKing, Thouoht$on the effect# o] the Bank
restrictianL 2d ed., I8o_ pp. 85-86; J. R. McCulloeh, "Essay showing the
erroneousnessof the prevailingopinionsin regard to absenteeism,"reprinted
fromEdinburgh review, November,x825,in his Treatises a_l essays, _d e¢_,
I859,pp. _3-49 (in a new introduction,McCullochsays of this essay that
"It helpedto stemthe torrentof abuse,and has yet to be answered,"p. 224) ;
N. W. Senior,Political economy,4th ed., t858, Pp. 155 ft.; J. Tozer, "Onthe
effectof the non-refidenceof landlords,&c. on the wealth of a community,"
Transactio_ of the Cam_rldgePhilosophicalSociety, VII (x84z), x89-96 (a
mathematicalstudy which begs the crucial question: "When the proprietor
becomesnero-residentthe capitalG + Cu'will be disengaged,becamtehis ab-
senee destroysthe demandon which its employmentdepended;bat a new
demandfor such conunoditiesas can be exportedwith advantagewill be cre-
ated by the absence,because the rent of the proprietormust now be ex-
ported"); J. I. _adwell, A 8-a_stemo! poli6cat econo,ny, x877,pp. _96.

•M. Loagfield,Three lectm'es o_ commercerout o_e on absenteeism,x835,
PP._. 88 if., xo7 ft. He discussesalongsimilar lines the effect of an import
d_y _ the tems ef trade.Ibid., PP.70, zo_

•Thisclaimis made_r _ngfield by I__e_BaR, Protector to home i_lus-
try, z846,p. 93. Cf.,however,J. S, Mill, .Somea_ett/cd queaa/o_/n political
ecow_ |w_t_u tb_-_], _ 1).43: "Ireland l_s dearerfor her
in _ of her almlees; a ctmamtame which the assaila_ of Mr.
_Culle_ whether_ _ or not, have not, we believe,
theft e_ _ aaai_ him."
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goods to liquidate their indebtedness to absentee landlords than
would be necessary if the landlords lived in Ireland, i.e., there
would have to be a fall in the prices of Irish export products
relative to the prices of imports, e

Tariff Changes.--Torrens's discussion of the effect of a tariff
on the terms of trade has already been referred to. T In his basic
illustration, Torrens assumed unit elasticities of demand for

sugar and cloth in both countries, production of sugar only in
Cuba and of cloth only in England, and production under condi-
tions of constant costs for both countries, and he concluded that
both the commodity and the factoral terms of trade would move
in favor of Cuba, the tariff-levying country. His argument was
on the whole received unsympathetically by most of the econo-
mists of his time, because it seemed to them to undermine the
case for free trade) But their criticisms, in so far as they were
deserving of consideration at all, bore only on the conformity of
the assumptions to real conditions. Of these criticisms, the most
important was the argument by Merivale that if sugar could be
produced in England as well as in Cuba, or if a third country
which could produce sugar were brought into the hypothesis,
the English elasticity of demand for Cuban sugar would be
greatly increased, and the shift in the terms of trade in favor of
Cuba would in consequence be much lessened in degree? The only
favorable comments on Torrens's argument were by an anony-
mous writer in the Dublin University magazine, "° who may per-

haps have been Longlldd, and by J. S. Mill, who made the
publication of Torrens's The budget the occasion for the publica-
tion of his own Essays on some unsettled questions, which bad
been written some fifteen years before, and of which the first
essay presented a similar argument as to the effect of import
duties on the terms of trade.

"Three lec_res on commerce,IX"Sa.
"The _aet, _84I-x8o,,_ See s_wa, pp.
' A requestby Torrensin x835 to discusssome qnestJo_l_y the one

here underd/scussion---wasrejected mmniqlol_y by the Political Ecooomy
Ct_ _ t_ ground,_ to __t_,, that it turned_ an
case"and"didnotgotoemblishbuttodlsturba princilge,thatoffreetrade,

_ altaaether hrt_mical."---P "elniealEeeaoa_ _ U/ma¢_ _/
pn_v_, VI (_9al), a,_ Cf. abo _d., _. S4,ag4.
*HermanMerivale,Ler_,el amcolms/sa_mmd _, _ II,30gf.
_'XXIV (x&_),_t-a4.
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W. THE PRICESOF"DOMESTIC"COMMODITIES

While the distinction between "domestic" commodities and
those entering into international trade dates at least from
Ricardo,1 and subsequent writers made clear that internatiofial
uniformity in the prices of identical commodities after allowance
for transportation costs was a necessary condition under equi-
librium only for "international" commodities,s Taussig was the
first to lay emphasis on the significance for the mechanism of
adjustment of international balances to disturbances of changes in
the level of.domestic commodity prices as compared to the prices
of international commodities. In I9I 7, Taussig argued that some
of the proceeds of an international loan would ordinarily be
directed in the first instance to the purchase of domestic com-
modities, instead of import commodities. But in order that the
loan should be transferred wholly in the form of goods, it was
necessary that there should develop an excess of imports over
exports equal to the amount of the borrowings, and this could
not occur if part of the proceeds of the borrowings continued to
be directed to purchases of domestic goods. The increased pur-
chases of domestic goods would raise their prices, however, rela-
tive to other commodities, and the rise in prices of domestic
commodities as compared to international commodities, as well
as the rise in export prices as compared to import prices, would
operate to decrease exports, increase imports, suffufientlyto effect
a transfer of the loan in the form of goods,a

In my Canada's balance, I conceded that the increase in means

:tCf._, IX3t5.
sCf. IL H. Mills,Prb_fle$ Of_ 4rodba_, 2d ed., 1857,P- _18:

"tim_i_ _ a large proporfamoft,veryman'sincomeexpendedon sab
i_la whichdo notadmitd exportation,ashom_reat,manyarticlesd diet,
atteadaa_a_! variousothermatters.Of all thesethepricesvarycomider-
a_ _ _amt coumries,andthe_neralk_ d p_iceis muchhi_ _n
mine_an it isinorbs?

'F. w. Taa/_ "_latematio_tradeua_ _ peer; 0,mn,,,ty
•,1,_,,w,_.XXXI O9.x7);_ alto/b/g."Caa-naaf,namation

laameats."A,wr/am_ roe.m,,m_,a,_,X (uTae).3g
6_nam u_ a _ _ d _ in ttteanalrmd the
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of payment in the borrowing country would, even in the absence
of price changes, result in both a decrease in exports and an
increase in imports. I claimed, however, that in the absence of
price changes and of special circumstances it was to be expected
that the borrowings abroad would not disturb the proportions in

, which the total purchasing power in the borrowing country, in-
eluding that derived from the loan, would be used in buying
domestic and foreign commodities; and I claimed further that
without a change in these proportions the direct effect of the
transfer of means of payment would not suffice fully to adjust
the balance. I held, therefore, that there would have to occur
relative price changes of the type postulated by Taussig, namely,
for the borrowing country, a rise of export prices relative to
import prices and of domestic commodity prices relative to both
export and import prices.'

To my statement that, in the absence of price changes, it was
theoretically to he expected that increase in the amounts available
for expenditure by the borrowing country would not result in a
change in the proportions in which these expenditures were dis-
tributed among the different classes of commodities, it has been
objected that "there are ample grounds to dispute this view,''5
and that "there is every reason to believe, on the contrary, that
borrowings abroad would disturb the proportions.''s But this
statement was not intended to be a denial of the obvious fact
that there were an infinite number of proportions in which the
increased funds could conceivably be divided among the three
classes of .commodities,nor even as an assertion that in the absence
of price changes the probability that the proportions in which
the expenditures were divided among the three classes of corn-
modifies would not be disturbed was greater than the probability
that these proportions woulcLbe disturbed,' i.e., was greater than
all the other probabilities comb'me&The probability that the

"C_x bolmm_,pp._mS.,o6.

eoat_s: "Pro__fe____,V'merhims_ has _ _ it, W_v_uS to
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proportionswould be disturbedis obviously infinitely greaterthan
the probability that they would not be. If an indifferent marks-
man aims at a distant target, the probability that he will hit the
btdl's-eyeis, on the basis of experience, small. But it is neverthe-
less much greater than the probability that he will hit any other
single spot in the universe, and if a forecast of his shot must be
made, the probable error will be minimized if, in the absence of
a known bias in his marksmanshipor in the conditions governing
his shooting, it is forecast that he will hit the bull's-eye? The
assumption that, in the absence of price changes and of known
evidence to the contrary, the amounts available for expenditure
in each country would after their increase or decrease be dis-
tHbutedanlong the different classes of commodities in the same
proportionsas before still seems to me more reasonablethan any
other specific assumption. It represents what Edgeworth in an-
other connection described as "a neutral condition between two
conditions of which neither is known to prevail.''s But this as-
sumption was not sufficientto justify such definite conclusionsas
I drew from it, and in occupying themselves with the assumption
instead of with the partly erroneous inferences I based upon it
my critics have directed their ammunition at the wrong target.

The existence of domestic commodities affects the mechanism
of adjustment only as it affects the manner in which the amounts
available for expenditure are apportioned as between natives and
foreign products. The assumption of the existence of domestic
commodities is not essential to any val/d theory of the general
mechanism of adjusti_nt of international balances to disturb-
antes; and certainly no quantitative proposition as to tfieir im-
portancerelative to international conunodities need be incor_r-
ated in an abstract explanation of the mechanism. But if
"domestic" commodities do exist, certain/mportant consequences
ensue, and it becomes necessary to take specific account o{ them
in the analylis. For a commodity to be a "domestic" commodity,
be it noted, it is not necessary that its prices be wholly inde-

'_ 3. s. ]_m'*_ o_emedivisiouo_thepin in_ _de,
the sine-pmblmuofthe a p/0d _dmbilitiesm'ism:"Thea_mt_

willProhab___ divk_ equal, o_mer thanin aay oneuneqmlratiothat
cmbeamed; the_h the_ wal beumcho_mr, oothe_b_., uueqml
dumequaL"(Os .nJmeNm_.'u/edq_c.,t/_, _S44.p. z4.)
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pendent of the prices of similar commodities abroad, or of the
prices of competitive or of complementary international corn-
modities at home. If this were the case, there could obviously be
no "domestic" commodities in a world in which all prices are
parts of an interrelated system. It suffices to make a commodity
a "domestic" commodity if it ordinarily does not cross national
frontiers and if its price is not tied directly to the prices of similar
commodities abroad in such manner that there is always a dif-
ferential between them approximating closely to the cost of trans-
portation between the two markets,le

That in the United States, for instance, there is an extensive
and important range of commodities (including services) avail-
able for purchase whose prices are capable of varying within
substantial limits while the prices of identical or similar products
or services in other countries remain unaltered, seems to me so
obvious that it would not require restatement had it not been
disputed. One writerix has claimed, however, not only that the
existence of a substantial range of domestic commodities is a
vital assumption of the ordinary theory of the mechanism but
that such an assumption is contrary to the facts. But the evidence
he offers in support of his argument consists only of an irrelevant
demonstration that the prices in different markets of identical
commodities ac._ly moving in international trade in constant
directions are bound together in a close relationship.

VIL THE _,_ECHANISM OF TRANSFER OF UNILATERAL PAY-
MENTS IN SOME RECENT LITERATURE

Recent discussion of the problem of the effect of international
unilateral payments on the terms of trade has made it clear that
the older writers (inchating myself) had not su_eatly explored

*'Forlarseeomu_, a _ nay be _ _-aa_ _ ne_
the _, but a _ commodity in the interim, sad some _
m_r for practical purposes be hard to classify. The d/stlactlou, nevertheIeu, is
bo_ th_-_cal_ andprac_my _id. _ whichare
mn f_ uat _,;_s be i&mtiCml as domestic commmliti_ ¢f a larticalar
_n ifthe_P_bcesuvi_Ind_t _ r_m,_n_ a _me_l rulewithintheir
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the problem and had failed to realize its full complexity. There
follows an account of some recent attempts at a more definitive
solution of the problem. 1

Wilson.--Wilson examines the effects on relative prices, and
especially on the commodity terms of trade, of a continued import
of capital, with the aid of an elaborate series of arithmetical illus-
trations of an ingenious type. _ He concludes that relative price
changes will ordinarily be necessary for restoration of equi-
librium, but that the type of change will depend on the particular
circumstances of each case, and may be unfavorable to the paying
country. He believes that he demonstrates that the changes in
export and import prices, relative to each other, make no direct
contribution .to bringing about a transfer of the loan in the form
of goods instead of in money, but that the role of these changes
is solely to determine for each country to what extent the transfer
shall take place through a change in exports or a change in im-
ports, and to bring the two countries to a uniform decision, and
that it is the relative changes in prices between domestic and
international commodities which, together with the shift in de-
mands resulting from the transfer of means of payment from
lender to borrower, brings about the transfer of the loan in the
form of goods.* Wilson's account marks a distinct advance over
previous attempts, because it takes more of the var/ables simul-

taneously into account and deals with some of them with a greater
measure of precision of analysis than had previously been
achieved. While he carries the problem forward toward a solu-
tion, there are, however, some defects in his mode of analysis
which seriously detract from the significance of the concrete re-
sults which he obtains.

_A ruefulaccountof themm-e_ literatm-e,w_.iLspeeialempimmon the
_-trad_ _ is Oven by CarlIversen,in his ,4a_ of tT_ tl._._ of
_a_ ea_ta/_, z935, pp. _3-_ His own pojion is in all
euentials ident/_ v/tb Ohl/n's,and h/s _vey of the l_eraturei, pumnted
m tramsd t_ dm._ c_ras_ bod_ of doc:_r_thewrax_or "clusk_"
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Wilson's mode of analysis and the nature of the results which
he obtains can for present purposes be made sufficiently clear by
reference to two of his arithmetical examples, I and IV,_ which
are here presented in somewhat modified form to simplify the
exposition. It is assumed in both examples that production is
under conditions of constant cost; that in the absence of price
changes the transfer of the payments will not change the pro-
portions in which either country would desire to distribute its
expenditures as between the classes of commodities available to
it; and that the amount to be paid is 9 monetary units. In Wilo
son's example I there are no domestic commodities in either
country, while in his example IV there are domestic commodities
in each country. Purchases are measured in monetary units uni-
form for both countries. The paying country's export commodity
is represented by P, and its domestic commodity by D_; the
receiving country's export commodity is represerxtedby R, and
its domestic commodity by D,.

WILSO_'sEx_m.1_ I: No P_Cs OK_GES Nm:_tY

Payingcouauy Receivingcountry

Commodity Purchasm Purehaaesafter Putehaam Purclmsesafter
before payment if no be_0ce payment if no

p,ymeat _ paymmt _ changesoccurred

P.................. So 54 So
DIp ...... ._.. .... . .. ** ** ..

Dir .... ... ...........

R................. so ii ;i
Total ............ 90 S_ 45 54

C_-antedWilson's as_m_ons, his example I is an adequate
demonslration of the possa_bilitythat payments can be transferred
without resulting m any movemcntof the terms of trade. Under
the conditions given, the receiving commT is witE*ngin the ab-

of price changes to increase its purchases of each of the
¢onm_afaies to an extmtjust _ to othm the _ in

::...........
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purchases by the paying country, and therefore no price changes
are necessary for the restoration of equilibrium. This example
suggests a general principle already formulated by a previous
writer in this connection that "If the borrower wants what the

lender does without, no cha_e in prices is necessary. ''e It is to
be noted, however, that in example I one of the countries spends
a substantially larger amount on foreign than on native commodi-
ties. It will be found upon experimentation that, given the as-
sumption that in the absence of price changes the international
loan or tribute will not cause either country to desire a change in
the proportions in which it had hitherto distributed its expend-
itures between native and imported commodities, the transfer of
the loan or tribute will necessarily result in a movement of the
terms of trade unfavorable to the paying country unless before
reparations the unweighted average ratio of expenditures on native
to expenditures on foreign commodities for the two countries com-
bined is unity or less, an improbable situation when there are
&nnestiecommodities.

In example t there were assumed to be no domestic commodi-
ties. To show that his conclusion--that the transfer of payments
will not necesraxily involve a movement of the terms of trade
against the paying country and may even involve a movement
of the terms of trade in its favor---_ not dependent on the
assumption that there are no domestic commodities, Wilson pre-
sents his exampleIV, in whichdomesticc_z_lities are intro-
ducedfor both countries but otherwise the same assumptions are
followed as for example I.

separately for eachcommoditythe amountswhich
in theabsenceof price changes the two countries combined would
be willing to purcha_ after the payments with the amounts they
purchasedbefore file pa3_nent_Wilsonconcludesthat while the
price of the receiving country's domestic commodity would rise,
and the price of the paying country's domestic conunod_y would
fall, the aggregate demandfor the receivingcountry'sexport
comnu_tywillatunalteredpriceshavefallenmore(from6oto
58) relativ_ ttumtheaggregatedemandfor thepayingcommas
export _ (from 50 to 49) and therefore the price of
the f_i_-wilt probably have to fall relatively tc the price of the
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latter to restore equilibrium. For the relations of the price levels
of the internationally-traded commodities, he reaches the general
conclusion that: "No matter what be the original proportions of
total demand, that class of goods will be higher rela_'velyin price
to the other, for R4tich the borro_ng country has the greater
relative demand as compared zvitk the lending country. ''e

No significance can be attached, for constant cost conditions,
• to the results derived by Wilson from his example IV, since it

fails to take into consideration the necessary relationshipbetween
the prices in each country of domestic and export commodities
resulting from their competition for the use of the same factors
of production. If in either country the prices of domestic com-
modities rose or fell relative to export commodities, factors of
production would be diverted from the low-price to the high-
price industry until the earning power of the factors in the two
industries was equalized, and under constant costs this would
mean that in neither country could there be relative changes
Wn.m_'s Ex_E IV: Tnls oF Taa_ Movs AGAms'rRm_n_mo CovN'ntv

Paying country Receiving cmmtry"

Commodity _ _aft_ Purctmaa _after
bdore paymentff no b_cos paymeatifno

paymmt _ c_am_ paymeat pricechaa_ocmlr occur
, , , ° , ,, , ,, ,,

P.................. ao 18 3o
o. ................ 4o

a ................. SO TI 30 _t

Total ............ 90 $t TIO 279

between the prlces of domestic and export mmmodities. What
the direction of relative dumge of the _ices of the products of
the respe_ve ¢oama_ ,a_ll be as the remit of _ pay-
meats will depmd on what effect the paymmts have on the
rdative _ dmaads of the t_ _ _o¢d the prod-
acts, and therefore for the factors of lmxbmion, of ihe mpe¢-
• ................
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tirecountries.In Wgson's exan_e IV, the pa]mlentresults,in
the absence of price changes, in an increase in the aggregate
demand for the products of the receiving country (z75 after the
payment as compared to 27o before the payment) and in a de-
crease in the aggregate demand for the products of the paying
country (85 after the payment as compared to 90 before the
payment). The prices of the factors, and consequently the com-
modity terms of trade, must therefore move against the paying
country if equilibrium is to be restored.

To an objection to his analysis made by some unspecified
person 7 to the effect that the flow of gold from lending to borrow-
ing country, by raising money prices and incomes generally in
the borrowing country, and lowering them generally in the lend-
ing country, will make the prices of the productive services and
therefore also of their products, in domestic and export industries
alike, rise in the borrowing country and fall in the lending coun-
try, Wilson replies that: "mere changes in money costs of pro-
duction are not sufficient in themselves to cause a change in prices.
If prices are to be affected by changes in costs of production, it
can only come about through a change in the relative demand
and supply of those goods whose money costs of production are
affected," and that the relative changes in price which such changes
in cost would tend to produce would tend to be cbeck_ by diver-
sion of expenditures to or from other _sses of goods not so
affected, s This reply bears only on the degree of relative price
changes needed, whereas the issue is whether any price changes
are needed, and if so, in what directions. It, moreover, misses the

character of the valid objection to which his analysis is open,
which is not the cormnon but falladous argmnent that relative

changes in the amounts available for expenditure in the two
co-nL_desmast necessarily result in changes in the same direction
in the prices of the productive services and therefore also in the
mou_ corn of production of the two countries? but that _%_es
in the relative aggregate demands for the commodities of the
_eti_e _ will do m, If, as is lx_ible, bert,as will hter
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be shown, improbable, a transfer of fun& on loan from country
A to country ]3 results in an increase in the aggregate demand of
the two countries for A's products and a decrease in their aggre-
gate demand for B's products, it will he the prices of A's, and
not of B's, factors of production which will rise.

Yntema_--Yntema applies to the problem a powerful mathe-
matical technique, and analyzes it on the basis of a wide range of
assumptions, l° For cases such as those contemplated by the older
writers, he reaches conclusions substantially in accord with theirs,
espec/ally with reference to the relative movement of the prices
of the domestic commodities of the two countries and of their

double factoral terms of trade, xl But Yntema's analysis rests
throughout on certain assumptions which seriously limit the sig-
nificance of his results. He assumes that when a relative change
in the amount of money in two countries occurs as a result of
loans or tributes or other disturbances in the international bal-

ances, there will occur in the country whose stock of money has
increased a rise not only in all of that country's demand schedules
(in the simple Mars_ludlian sense), but also in the prices of the
factors of production and in the supply schedules of that country's
prodticts, and that there will similarly occur in the country whose
stock of money h_s decreased a fall not only in all of that coun-
try's demand schedules, but also in the prices of its factors of
production and in the supply schedules of that,country's products,
though these rises or falls need not be uniform in degree within
e_h commT. Buta rise in all the demand schedules of a country
does not necessarily lead to or require a rise in its supply sched-
ules or in the prices of its factors of production. What will be
the effect of an internztional transfer of income on the direction

of the relative movement of the prices of the factors in the two
co_es is itself the que_on relating to the equilibrating process
awaiting solution, but in Yntema's analysis R is unfortunately

by Yntema's tmd
constant cost the terms of trade must _ shift in favor
of the _ country results from his assumptio_ that the
prices of the factors and the money cos_ of production w_l _es-

" WN_ Yntemacalls the "remm'eettermsd _.de." See ilmt, t_. Ig._L
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sarily rise in the receiving country. As has been argued above,
this is not a valid assumption.

Ohlin.--In his important treatise,I* Ohlin gives an elaborate
account of the mechanism, whose most important contribution is
the convincing demonstration that not price changes only, but
also relative shifts in demands resulting from the transfer of
means of payment, are operative in restoring a disturbed equi-
librium in the balance of payments. On the question immediately
at issue, i.e., the specific mode of operation of relative changes in
sectional price levels in the medlanism of adjustment, he is
extremely critical in tone in his treatment of the older writers,
although as long as he adheres to the traditional assumptions he
follows the traditional reasoning and conclusions only too closely.
Ohlin claim_ that the older writers exaggerated the importance
of relative price changes in the equilibrating process both because
they overlooked the direct influence on purchases of the shift in
means of payment and because the ordinarily high elasticity of
foreign demand for a particular country's exportable products
makes a small change in price exert a large influenceon the vol-
ume of trade. Subject to the qualification that I believe I have
shown that recognition of its validity was not nearly as rare
among the classicalexpositors of the theory of internationaltrade
as he appearsto take for granted, I concedehis firstpoint. But on
the second point, at least a partial defense can be made of the
position of the older writers. When two factors are necessarily
assoc/ated in a complex economic process, there is rarely a sat/s-
factory criterion for measuring their relative importance, even if
all the quatttitativedata that could be desiredwere available.Ohlin
appearsto regard the relative degree of price change as between
different classes of cor_odities as an appropriatemeasure of the
importance of such price changes in the equilibrating process.
A more _e criterion, if it could be applied, would be the
proportion of (z) the equilibrating change in the trade balance
which results from relative price changes to (2) the total change
in the trade balance necessary to restore equili_. Since for-
eign demands for a particularcountry's productsordinarily have
a high degree of elasticity, small price changes in the right dime-
tio_ can exert great equilibrating /nfluence. But the emphasis

4x7-_;.
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which Ohlin gives to the question of the degree of change seems
to me a novel one, as far as discussion of mechanism is con-
cerned, and I cannot recall a single instance in the older literature
where a definite position was taken as to the extent of the price
changes necessary to restore a disturbed equilibrium.

Taking the case of international loans, la Ohlin assumes, as a
first approximation, that "all goods produced in a country require
for their manufacturing 'identical units of productive power' con-
sisting of a fixed combination of productive factors." The lending
country B must make initial remittances to the borrowing coun-
try A. The assumptions as to the effects on demands are not
clearly stated, but seem to be as follows: the aggregate demands
in terms of money prices of the two countries combined ( _) for
the export goods of A and (2) for the export goods of B, are
each assumed to remain unaltered ;14 (3) the demand in A for A
"domestic" goods increases; (4) the demand in B for B "domes-
tic" goods decreases. This "implies" a shift in'demand from
B factors to A factors, which "raises the [relative] scarcity of
the A unit, which means that every commodity produced in A
becomes dearer than before compared with every commodity pro-
duced in B. The terms of exchange between A's export goods and
B's change in favor of A. ''1_ So far, therefore, there is no cor-
rect_ion of the older doctrines with respect to the kind of price
changes necessary to restore equilibrium. Bt_t Ohlin attributes
these results to the assumption that all industr:_.s use identical
"'units of productive power," and remarks that it is because they
have expressed costs in such units, that "men like Bastable,
Keyues, Pigou, and Taussig have stopped at the preliminary con-
clusion in §5 and have found a variation in the terms of trade
certain in all cases, at least where the direction of demand is not
of a very special sort. "_s

"IbkL, zp. 4r/-_o (cha_ xx, §s).
"C£/b/d.,p. 4_8:"the_ whichhasbeen_ madeabove,that
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These results, however_ arise not from the assumption of the
use in each country of identical "units of productive power," but
from Ohlin's assumption that the transfer of funds does not of
itself lead to an), alteration in the aggregate monetary demand
for the export commodities of the respective countries. Even with
both these assumptions, they are not necessary results, if it be
granted that, without price changes, the increase in funds in A
may lead to a decrease in the demand for A "domestic" goods,
or that the decrease in the funds in B may lead to an increase in
the demand for B "domestic" goods, or both, consequences by
no means inconceivable, as, for instance, if A's and B's domestic
goods are both predominantly low-grade necessaries of the sort
heavily co_umed only when there is economic pressure. 17 But
Ohlin would probably regard--and not without justification--
such movements of demand as "of a very special sort" and
therefore not calling for consideration.

Abandoning the assumption of identical "units of productive
power" and substituting the assumption that different industries
use different factors, and use the same factors in different pro-
portions, Ohlin shows that by introducing additional assumption.s
of non-competing factoral groups, the existence of idle resources,
the tendency of the prices of the products to rise more rapidly
than the prices of the factors in an expanding industry, and so
forth, instances are possible where the commodity terms of trade
turn against rather than in favor of the borrowing country. *s

It is to be noted that some of these assumptions are of a nou-
equitibrhan nature, i.e., can he valid only temporarily. But granted
that Ohfin has shown the possibility that the terms of trade,
when such assumptions are made, will turn against the borrow-
ing cotmtry, what about the probabilities? Every one of these
added factors is as likely, a pr/or/, to accentuate the movement of
the terms of trade in favor of the borrowing country as to operate
to move them against the borrowing coutttry. Take only one
example, stdlicientty representative of the others: Ohlin argues
that the factors used rdatlvdy largely in _ industries are

•aaal oa this lami_ it is iaegita_ tim the mum d tra_ will move
up.st the haer aamtm.
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likely to rise in price, while those used relatively largely in de-
elining industries are likely to fall in price; in the borrowing
country, the domestic commodity industries will be expanding,
because of the increased demand for their products, while the
export commodity industries will be declining, presumably be-
cause of decreased demand in the lending country for their
products; the prices of the factors used largely in the domestic
commodity industries therefore will rise, while those used largely
in the export commodity industries will fall. In the lending coun-
try, reverse trends will be operating. The export commodities of
the borrowing country therefore will decline in priee relative to
the prices of the export commodities of the lending country;
i.e., the tens of trade will move against the borrowing country.
But the export commodity industries of the borrowing country
are not, a pr/or/, more likely to decline than to _d. The for-
eign demand for their products, it is true, will tend to fall, but
OMin overlooks that the home demand for their products will
tend to rise, and that there is no obvious reason why the latter
tendency shouldbe expectedto be less markedthan the formerand
to be insufficient to offset the former.

The "orthodox" conclusions as to the kind of price change
which would tend to result from international borrowing thus
emerge from Ol_ain'scritical scrutiny a_trnostunscathed. When he
adheres to the usual assumptions, Ohl/n reachesthe same conclu-
sions. When he departs from them, he succeeds in showing that
different results are poss/b/e. But he does not succeed in showing
that they are probab/e, or even that they are not improbable.

Pigou._In a recent article P'_ou has attacked the problem in
terms of marginal utility functions, and has reached the conclu-
sion that, under constant costs, there is a strong pres_, but
not a necessity, that the corn.modity terms of trade (which he calls
the "real ratio of _=n,_o_ int-o'clmuge') will turn against
the paying emmtryas the result of reparations._ Pigou's remits,
it will later be shown, can in part at least be reached by an
alternativeprocedurewhich is simpler and _ the _ _ir-
rue fl_at it does not involve re_rt to utility analysis. But Pig_a's
a_lysis am t_ m_ to s_ t_ u_fut _ of _- _
c_.ar v_ tl_ _ty i_ o_ _ _zmath_ _oc_m'e,
and thin w_'ants _m3ed _ _d _on.
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Pigouassumesapayingcountry,Germany,and therestof the
world,whichhecalls"England,"butsincetheexistenceofneutral
countries, neither paying nor receiving reparations, gives rise to
complications which this procedure disregards, I will proceed, for
the time being, as if there are only two countries, Germany, the
paying country, and England, the receiving country. Pigou makes
the following additional assumptions: only one commodity pro-
duced in each area; "constant returns" (i.e., constant technologi-
cal costs); dependence of the utility of any commodity on the
quantity of that commodity alone; and linear utility functions
throughout.

• X
Pigou wrttes_ for the commodity terms of trade before rep-

arations, and X+ P + R for the terms of trade after repara-
Y �tions, where: X, Y, represent the antmal pre-reparations physical

quantities of English exports and imports, respectively; X + P
--P being negative-represents the annual quantity of English
exports (or German imports) after reparations payments have
been initiated; R represents the annual reparations payments
measured by their value in English goods; and Y + 0 represents
the annual quantity of English imports (or German exports)
after reparations payments have commenced. He further writes
nX, nY, for the "representative" Englishman's pre-reparations .
exports and imports, respectively, and mX, mY, for the "repre-
sentative" German's pre-reparatiom imports and exports, respec-
tively. He then writes:

¢(nY) for the marginal utility of (nY) German goods to the
representative Englislunan;

f(nX) for the marginal disutility to him of surrendering (nX)
English goods;

F(mO_') for the marginal utility of (reX) English goods to the
representative German;

¢(mY) for the marginal disutility to him of mtrrendering (mY)
German goods.

Then, in accordance with Jevon's analysis,

x
= Y= F(X) (i)

4,|_Y+Q)}, X+P+R _{_(Y+_}
t|,,(x +P)}= v 4-0 (w)
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In order that the new terms of trade should be eqttal to the¢

old, it would therefore be necessary that

¢(nY) _(mY) _{n(Y + Q)} _{m(Y + Q)} (iii)
f(nX) = Y(,n-._)= f{n(X + P)} = FIm(X + P)}

which, for linear functions, implies2° that

f '= F' (iv)

It can similarly be shown that reparations will cause the terms

of trade to turn in favor of Germany if _ >_, and to turn

against Germany if _ < F--_.

VIII. A GRAPHICAL EXAMINATION OF PIGOU'S ANALYSIS 1

The examination of Pigou's algebraic analysis, and especially
of its economic implications, can be facilitated by the use of

"Pigou says that these implications are very simple (Ibld., p. 534) and does
not trouble to _te then!. A demonstration may not be superfluous for
some readers:

¢,(n_ - _{n(Y+ Q)}
_" _ (v)
-ff " f(nX) - f{n(X -k P)I

nP

Y)- ¢l,n(Y + _}
_, .q ....... (vi)
_"" _mx) - _ m(x +'P);

mP

From (hi)

_(?r).-,{.(r +'Q)I _(=_)- ,l.._r (vii)I(_r) -"/ls(x'+ P)! " F(mX)- Ytm(X+ P)!

_Q _ (viii)

,'_
I ha_ _ fi,om the ¢rlti_m of ProfessorG. A. Eiliott,of
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graphical illustrations. In chart III the left-hand diagram relates
to the representative Englishman and the right-hand diagram to
the representative German. Commodity units of the respective
commodities are so chosen, for each country separately, as to be
equal in price prior to reparations. For the English and the
German "representative" consumer, respectively, the quantity
purchased before reparations of his own country's commodity is

• %

6 b, ,, o, ,

CHARZ III

measured on the df or d,f, axis, to the left from the oa or o,a,
axis, and the quantity purchased before reparations of the im-
ported commodity is measured on the same axis but to the right
from the oa or oral axis. For the representative consumer in each
country the marginal utilities of the different commodities are
measured vertically from the be, or blc,, axis. The curve of

marginal utility to the representative English consumer is, there-
fore, o_ for the native commodity and ac for the imported com-
modity, ar,A atb, and axcl are similarly the curves of marginal
utility to a representative German of the German and the English

ticulat,incorootatesa modificationmade_ the resultof his criticisnLHe has
since_l_ed a_ of the Im_em alonglines similar to thoseadopted
here, but it mdortunatdy became ava_able to me too late to permit its use as a
check _ ,x_ results. CA. C_ A. Elliott, "rransfer of _-payment and the
terms o[ _ trade,'* Ccma_ _ o_ ecot_a_s acid political $cience,
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commodities, respectively. Since the utility functions are assumed
to be linear, ab, aG elbx, and alcl, are all drawn as straight lines.

In chart III there is substituted, for the two "marginal d/s-
utility of surrendering" functions which Pigou uses (i.e., f(nX)
and q(mY)), the corresponding marginal utility curves, ab and
axb_ The substitution does not call for a change in the numerical
value of the slope, and by placing the ab and albx curves on the
left side of the oa, olc_ axes, i.e., by making their inclinations
positive, change of signs is also avoided. Since 4' -- the slope of
ac, f' -- the slope of ab, ¢' -- the slope of alb,, and F' = the slope
of awx, Pigou has demonstrated that the terms of trade of Ger-
many will not change, will move against Germany, or will move
in favor of Germany according as

the slope of ac the slope of atbt
the slope of ab ffi ' <' or >, the slope of alct

Unless, however, some presumptions can be e_rablished as to
the relative slopes of the various utility curves, no progress has
been made toward determining the probable effects of reparations
payments on the terms of trade. To establish such presumptions
Pignu resorts to two additional sets of presumptions, first, that
before reparations each country spends more on native than on
imported goods, and second, that the utility functions within each
country are "similar."

The presumption that each country before reparations spends
more on its own products tb_._non foreign products is equivalent
to making de > ef and die1 > elf1 in chart III. Pigou adopts it,
presumably, on the ground that such is almost invariably the
actual situation. The general prevalence of this situation results,
however, chiefly from restrictions on foreign trade, from the ex-
istence--by no means universal---of greater international than
internal costs of tranoqx_rtation from producer to consumer, and,
above all, from the fact thaf included in the native commodities
of each country are "domestic" commodities, or commodities
which because of regional differences of taste or non-transport-
ability cat.not find a market outside their country of production.
But Pigou presumably abstracts from trade restrictions and trans-
portation costs, and he explicitly excludes "domestic" commo0L,ties
by his assumption that "there is only one sort of good made in
the reparation fraying country and only one sort made in tim rest
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of the world." In the absence of these factors, there would be no
a pr/ori presumption that there was any difference in either area
in the amounts spent for native and for imported commodities if
the two areas were equal in size, size being measured in terms of
the pre-reparations value of output or of consumption. If the two
areas were unequal in size, the most reasonable assumption would
appear to be that, at the pre-reparations equilibrium, prices of the
commodities would be such as to induce each country to spend
more on the larger country's than on the smaller cotmtry's prod-
uct. To justify acceptance of a general presumption that each
country spends more on its own than on imported products it is
necessary to recognize the existence of trade restrictions, trans-
portation co_ts, and above all, "domestic" commodities. It will be
shown, moreover, that while an excess in each country before
reparations of expenditures on native over expenditures on im-
ported commodities, of itself, whatever its cause, tends to make
¥ 4/

< F-_, i.e., to contribute toward a situation in which repara-
tions will make the terms of trade turn against the paying country,
to the extent that such excess is due to higher international than
internal transportation costs or to import duties this tendency
unfamorable to the paying country will, given linear utility func-
tions, be more than offset by the counter-tendency of the trans-
portation costs and import duties to cause deviations from "simi-
larity" of the utility functions within each country in directions
favorabte to the paying country.

By "similarity" of the utility functions within each country,
Pigou must mean that, numerically, ,_' = E(f) and F' "- G(¥),
where E is the pre-reparations ratio of the expenditures of a
representative Englishman on English goods to his expenditures
on Germaa goods, and 6; is the pre-reparations xatio of the ex-
penditures of a representative German on German goods to his
expenditures on English goods. When the commodity units within
each country are so chosen as to be equal in price before repara-
ti_s, this is equJwdentto the asmmption that within each coamtry
first units of the different commodities have equal utilities, Le=,
that in chart III the lines ab, ac start from the oa axis at some
common point a, and the rmes at/n, aac_start from the o_a axis
atm tomaa_ i_at aa.

Fol"_e _ cue, t_ _ of _ty _d of
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"similarity" within each country of the utility functions turn out
to involve as a corollary the familiar assumption in other dis-
cussions of this problem that, in the absence of relative price
changes, changes in the amounts available for expenditure in the
respective countries resulting from reparations payments will not
affect in either country the proportions in which these expend-
itures are apportioned between native and foreign commodities.
Before reparations the representative Englishman bought eel units
of English commodities and ef units of German commodities.
Since the commodity units in chart III have been so chosen as to
make the pre-reparations prices of the two commodities equal,
their marginal utilities must have been equal to a representative
English purchaser of both, i.e., kd -- lf. Therefore, d, e, f, must
be points on a horizontal straight line. Suppose that in the absence
of relative price changes the representative Englishman, after
reparations, buys hg units of English commodities and h] units
of German commodities. If no changes have occurred in their
relative prices, the two commodities must still have equal marginal
utilities to him, i.e., 9, h, /', must be points on a horizontal
straight line. From the geometry of triangles it follows that
ed hg

= _-_, i.e., that, in the absence of relative price changes, changes
in the amount of his aggregate expenditures will not affect the
proportions in which the representative Englishman distributes
them as between English and German commodities. Similarly,
eldl hlgl

= h.j---]'i.e., in the absence of relative price changes, changes
in the amount of his aggregate expenditures will not affect the
proportions in which the representative German distributes them
as between German and English commodities.

That for the two-country case the assumptions of linearity and
of similarity within each eoun_tryof the utility functions #us the
assumption of an excess before reparations for the representative
conmmter of each country of his purchases of native over his
purchases of foreign commodities _ to establish Pigou's con-
einsion that reparations win nteessarily cause the terms of trade

to turn against the paying country, i.e., that-fi < _-e can also
readAlybe demonstrated from chart IIL Suppose that in chart III,
ed > e/_l e_, > _fi. Then,sintz:_, ¢':/':: e_: e/;
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numerically, _': F': : e_fl :eldl; and _" < 0 ; F' < 0 ; f' > 0;
4'

¢' > O; ...z# < F'n"J

The assumption of "similarity" of the utility functions is a
reasonable one, not because "similarity" is in fact probable, but
because in the absence of specific information the "dissimilarity"
which is likely to exist is, a priori, as likely to be in the one direc-
tion as in the other. Given the proportions in which expenditures
in each country before reparations are divided between native and
imported commodities, dissimilarities existing within eithe_ or
both countries will tend to make reparations turn the terms of
trade against or in favor of the paying country according as they
take the form of lower or of higher ratios of the utility of initial
units of native to the utility of initial units of imported com-
modities, the units of the commodities being so chosen, for each
country separately, as to be equal in their pre-reparations prices.

Chart IV illustrates the bearing of "similarity" of utility func-
tions on the problem. The proportions in which expenditures in
each country are divided before reparations between native and
imported commodities are made the same as in chart III, i.e.,
ed > ef and e_dl >e_f_. Reparations payments, nevertheless,

• _' 4'
would leave the terms of trade unaltered, Le.,_ = F-7.
This results from the assumptions in the chart that, when for
each country such commodity units are chosen as will make their
pre-reparations prices equal, to the representative Englishman the
utility of a first unit of the English commodity is sufficiently
greater than the utility of the first unit of the German commodity
(i.e., oa > o.4) and to the representative German the utility of a
first unit of the German commodity is sufficiently greater than
the utility of the first unit of the English commodity (i.e.,

¢' 4'
o_a,> o_1) to make-_ = _-

It can be seen from chart IV that, other things equal, the
greater before reparations the average ratios of excess of the
cor_sumptionof native over the consumption of imported com-
modities in the two countries, the greater must be the average
ratio of excess in the two countries of the initial utility of the
imported commodity over the initial utility of the native com-
raodity if the terms of trade are not tb be turned against the
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payingcountryby reparationspayments.Althoughthe pre-
reparationsratiosof consumptionof nativeto consumptionof
importedcommoditiesassumedinchartIV aremuch lowerthan
wouldordinarilybefoundinpractice,theratioof excessofthe
initial utility of native over the initial utility of imported com-
modities had to be substantial for each country (or on the average
for the two countries combined) if reparations payments were
not to turn the terms of trade against the paying country. If with
uniform commodity units in both countries the ratio between the

i,,,, i i, ill i i , ,,

ChartIV

prices of the two commodities was identical in both countries--as
would be the rule for internationally traded commodities in the
absence of trade barriers or transportation costs--it would be
difficult, if not impossible, to find plausible grounds for holding
that such substantial "dissimilarities" of utility functions were
likely to prevail in practice.

IX. SOMEELABOI_,TIONSONTHEBASISOFPIGOU'SANALYSIS

Duties on imports, however, whether levied by the paying or
the receiving country, and a fartiari when levied by both, do tend
tO 1"eSR.It.illhigher initial utilities in each country for native than
for imported cc_-_lities,andalthoughtheyalsomad to result
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in an excess of expenditures on native over expenditures on for-
eign commodities, they operate to make reparations turn the terms
of trade in favor of, instead of against, the paying country. Im-
port duties, regardless of which country levies them, operate to
make the imported commodhy relatively dearer than the native
commodity in each country, as compared to what the situation
would be in the absence of the duties. If in each country the units
of the two commodities are so chosen as to be equal in price be-
fore the imposition of the duty, then, with the units used for the
English commodity in England and the German commodity in
Germany left unaltered, after the imposition of the duty the size
of the unit used for the German commodity in England and the
size of the unit used for the English commodity in Germany will
both have to be decreased if the units used for the two commodities

within each eountxy are to be kept equal to each other in price. In
terms of the graphical illustrations here used, it will follow that
the initial utility of the imported commodity will be lower in each
country after the duty than before, the initial utility of the native
commodity remaining unaltered. A situation with respect to "dis-
similarities" of the utility functions within each country corre-
sponding in kind to that illustrated in chart IV will thus tend
to result.

This reasoning is illustrated, for the case of an English im-
port duty, in chart V. It is there assumed that initially there are
no trade restrictions in either England or Germany, that there are
no "domestic" commodities, and that in each country the repre-
sentative consumer spends as much on imported as on native
commodities. It is also assumed that in each country the utility
functions are linear and originally "similar," so that when com-
modity units are so chosen as to be equal in their original prices,

the utilities of initial units are also equal Then _ = F--_, so that
Germany could make reparatiom payments to England without
affecting the terms of trade.

Suppose, however, that before the obligation to pay reparations
cc_nes into effect, England imposes a revenue import duty of 5o
per _ ad valorem on the German commodity. Let us assmne
th_-..t_a result the price Of the_ _ty to the English
consumer xises by one-third relative to the price of the English
connnodity, i.e., tee unit of the _ commodity now has the
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same price in England as three-fourths of a unit of the German
commodity, duty-paid. If. while the unit used for the English
commodity in England is left unchanged, a new unit three-fourths
as large as the old one is now used for the imported commodity so
as to make units of the two commodities equal in value at the new
relative prices, there will be a new utility function, a'c', for the im-
ported commodity, with oa' 75 per cent of oa, and 0c' 33 z/3 per
cent greater than oc.

If the levy of a 5° per cent duty on the German commodity

a,

o
,,, , ,

Caaa¢ V

causes its price in England duty-paid to rise by one-third relative
to the price of the English commodity in England, then in Ger-
many, with units unchanged, the price of the English commodity
must rise one-eighth relative to the price of the German commod-
ity, i.e., one unit of the German commodity now has the same
price in Gerrnany as eight-nifiths of a unit of the English com-
modity, a If the unit used for the German commodity in Germany is

In this illustration, the reasonable ass_m has _ _ that in the
duty4evyi_ cotag_s the imposithm of the duty _ result in the price of the
imbued commodityrisi_ rehtl,e to the _iee of the mtive commodi_ hy
tern lhan the amount of the duty. This assumlRiO_ that the terms _ trade
movein bvor of thedut_.-_ co_._s as the result of the duty,_ects
the desr_, !_ not the di_, of_m the ;_.:a of tradle_ _ ex-
pec_d from _ pe.yma_ If the _, tamed no chaage ia the rams
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left unchanged, but a new unit eight-ninths as large as the original
one is now used for the English commodity in Germany so as
to make the units of the two commodities equal in value at their
new relative prices, there will be a new utility function, a'lcl', for
the English commodity in Germany, with olal' eight-ninths of
olaf, and olct' nine-eighths of otcl. Since _' and F' are now both
smaller numerically and therefore greater algebraically than they
were before the imposition of the duty, while f and q/are unal-

tered, therefore-r7 > _ in the new situation, and, even in theJ

ease illustrated by chart V, where the imposition of the duty
causes the _epresentative consumer in each country to spend more
on native than on imported commodities, 2 the levy of the duty
creates a situation in which reparations payments would make
the terms of trade turn in favor of Germany.

It can be similarly shown that export taxes levied by either or
both countries and an excess of international over internal trans-

portation costs for the commodities of either or both countries,
even when they result in an excess in each country of expendi-
tures on native over expenditures on foreign commodities, by
tending to make native commodities relatively cheap in each
country and thus tending to make the initial utility of native
commodities greater in each country than the initial utility of im-
ported commodities of equal price, tend likewise, given linear func-
tions, to create a situation in which reparations payments will
turn the terms of trade in favor of the paying country. Expo:'t

of trade,there wouldbe no changein _ as the resultof the duty, but a¢
wouldmovefurthertowardthe horizontalthan fiadicatedin chartV, i.e., th_'e
wouldbe no changein F" butthe numericalreductionof _" wouldbe greater
eaanthere_

*The duty has these re_ts only if d_f, d_'fi',are abovethe intersectionsof
ac and dr' and Otcaand a_'c_,re_pectivdy.It shouldbe explainedthat d']',
whichreta'esemsthe new incomeof the Englishmanmeas_ed in units of
Fa_ith t_ods or their (row) valm equivalentin Germangoods, must be
¢lrawnso as to be equal to dt + I/3 ¢'f . On d'g, de" rqm_mts the nmnl_
of _ goo_ andt'g the _ of Germangoods (h thor new units)
wldch wmdd_ puhduu_t by the _m_=tive _ wlth hls new

kte_mredia ualts of _gtish goodsa_ the new incomewouldbe
the_meu,he old, or dt. But since_all purchasesof Germangoods the

_ _ of the _t_,-_l _ (-"oaed_lf of the

_ + _/a _'?. In the _ m_iou e_the _Sat_nun&'f_' mat be d_
m a to beeqml to _
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or import subsidies, granted by either or by both countries, and
an excess of internal over international transportation costs for
the commodities of either or both countries, tend, on the other
hand, by making native commodities dear in each country relative
to imported commodities, to create a situation in which repara-
tions will turn the terms of trade in favor of the receiving country
in spite of an excess in each country of expenditures on foreign
over expenditureson native commodities.

The existence of "domestic" commodities also operates to
create a presumptionthat reparationspaymentswill turn the terms
of trade against the paying country, but in this case by increasing
the proportion of expenditures in each country on native com-
modities without affecting the relative utilities of initial units of
native and imported commodities. To adapt Pigou's analysis
to the existence of domestic commodities, the utility functions
for a representative consumer of the products of his own coun-
try must be interpretedas representing the marginal utility curve
of a composite commodity made up of one or more units of
each of the different native commodities, with the units so
chosen as to be equal in pre-reparationsprice, and with the num-
ber of units of each commodity entering into the composite com-
modity made proportional to their respective Lrnportan_in do-
mestic consumption. If the assumptionsof c_'stant costs and of
similarity and linearity of utility functicms for "representative"
consumers are adhered to, and if the possibility that reparations
payments may change the identity of the "representative" con-
sumer is disregarded, the weighting of the different native corn-
modifies in making up the composite native commodity pre_mts
no difl_ty, since under these assumptions relative variations in
the prices or thevolume of consumption of the _t items
of the composite native commodity cannot result merely from a
change in the total expenditures of the representative ¢_mncr.
The introduction in either country of domesticcommodities _'11
qpe_me with resp_ to that _ to _ace the -sl_ of the
_of margimlutili_ toa n_mmtive instal of the
mmposi_mfive__, Le.,theeaistmceMdomestieo0m-
modit_ wnlo_ m _ _ _ f mi/or ¥. Si_

-- <o, mi _ <o, itfdlows,_flmt_4_flJm_ffiref F'
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¥<¢
either country will tend to make _- _, and therefore will tend
to make reparations payments turn the terms of trade against the
paying country.

If either of the muntries is incompletely specialized, i.e., if
it imports a pot/don of its comumpti_ of some commodity, say
cloth, which it also produces at home, a special case arises where

_' _" does not s_ to determine the effect of
the ratio of _ to _7
reparations on the terms of trade even on the assumptions of
tinearity and "similarity" within each country of the various

¤�T�¢utiIity functions. Regardless of the ratio of _ to , the incom-
pletely specialized country, _ it be the paying or the receiv-
ing country, can check any tendency for the terms of trade to
move against it by cutting down on its exports and shifting the
productive resources thus freed to the production of cloth. Under
constant costs the prices of other foreign commodities could not
rise relative to cloth as long as cloth was still being produced
abroad, and the prices of other native commodities could not fall
rehtive to cloth as long as more cloth could be produced at home.
Before the terms of trade could turn against the country which
before reparatiom had been incompletely specialized, it would be
necessary therefore that she should be producing nothing except
("domestic" commodities and) cloth and that the other country
should have ccmpletdy abandoned the production of cloth, s

If the assumption of linear_ty of the utility functions is aban-
doned the solutioa of the problem becomes much more difficult.
But in the two-country case, the departures from linearity are as
likely a pr/0t'/to be in di_ strengthening the pre_arnption
that reparations payments will cause the terms of trade to tam
against the paying country as to weaken it, and Pigon has shown

in effett that if (_f(f(f(f(f(f(f(f(-_ is maria grmter manerically than

it will take aRmantialderlatiomfrom linearityin directions
wolag_ favOt_ for the terms of trade of the paying eotmtry
to keep reparafiom payments from turalng the t_rms of trade
again=her?
--_ ,,, ,,, . i i ,, , i iJ ii i ii



350 Studies in the Theory of International Trade

The use of the concept of a "representative" German or Eng-
lishman in utility analysis raises familiar difficulties. Its use in
this particular problem involves a tacit evasion of the difficulty
arising if the payment of reparations rest_lts in a redistribution
of the available spending power within either or within both
communities of such a nature that the individual who could rea-
sonably be taken as "representative" before the payments began
was no longer "representative" after they had begun. Any re-
distribution in spending power in Germany resulting from the
making of reparations payments would operate to make the terms
of trade move unfavorably or favorably to Germany according
as the reduction in spending power fell relatively more heavily or
less heavily on individuals for whom, as compared to other Ger-

mans, the _7, ratio, or the ratio of the slope of their utility curve
for German goods to the slope 9f their utility curve for English
goods, was large or small numerically. Similarly, any redistribu-
tion in spending power in England resulting from the receipt of
reparations payments would operate to make the terms of trade
move favorably or unfavorably to Germany according as the
increase in spending power accrued more heavily or less heavily
to individuals for whom, as compared to other Englishmen, the

_' ratio, or the ratio of the slope of their tm'lity curve for Ge_r-Y
man goods to the slope of their utility curve for English goods,
was small or large nmnerically. In the absence of special infor-
marion, it is hard to see any basis for any presumption that the
changes in distribution of spending power in either country would
be in one direction rather than the other.

I have so far assumed that there are only two countries. If in
addition to the countries directly participating in the reparations
payments there are other cohntries connected with them through
trade relations, additional complications arise which Pigou, who
does not differentiate "'_" from "non-Gegic_ay," but takes

his "representative Englishman," with his significant ratio-_,

JtJ

dr

as _ve of all atm-Gemmny, _ to mention. If
are three or more comtrie_ there is no longer only one signif-
icant set of conunodity terms of trade, but there are at kast four
distir_ __-ts,namely, the _wms of trade: (-I) between Germany
and the rest of the world, indedi.,g F.agla_A; (2)between Eug-
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land and the rest of the world, including Germany; (3) between
Germanyand England,and (4) betweenthe neutralareaand the
rest of the world.

Since the reparations payments go only to Englishmen proper,
the change in the relative distribution of spending power as be-
tween Englishmen and other non-Germans as the result of
reparations will, even with the assumptions of linearity and of
"similarity" of the utility functions within the entire non-German

Pigou's -_ ratio, although adequately representativearca_ prevent
d

of the utility functions of all non-Germany before reparations,
from being representative after reparations, and will render inade-
quate Pigou's criterion for the effect of reparations payments on
the terms of trade of Germany, unless before reparations the

ratios corresponding to Pigou's _ ratio were identical for both
the representative Englishman and the representative neutral. If
before reparations the ratio for the representative Englishman

corresponding to Pigou's ff for all non-Germany was smaller
algebraically than the similar ratio for the representative neutral,
then theterms of trade would turn against Germany as the result
of reparations not only when before reparations Pigou's condition

of < _-_was met, but also if _ = _ and even, within limits,

if _ _ _ On the other hand, if be,ore reparations the ratio
f _t

for the representative Englidunan corresponding to Pigon's
was greater algebraically than the similar ratio for the representa-
tive neutral, the terms of trade would turn in favor of Germany
as the result of reparations not only when before-reparations

'_' J even, _ Fr ¼�h' > but also if_ = _/ and within limits, if < --"
But since, a pr/or/, the probability that the ratio corresponding to

Piffou's _- wilt be greater algebraically for the representative
J

Englislm_ than for the representative neutral is no greater than
the probability that it m'll be smaller, and, because of the exist-

enee of '*domestic" cca_,-gaiities, Pigou's _ is likely to be much
J
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algebraicallythan _ the _ that the te_,m of
smaller

trade will turn against the paying country survives the introduc-
tion of third countries into the problem. If England and the third
country produce the same commodity (or commodities), there is
no basis for trade between these two countries, and the terms of
trade between Germany and the outside world as a whole must
be identical with those between Germanyand England. The third
country, therefore, will share with England any improvement or
impairment in the terms of trade with Germany which may result
for England as the result of her receipt of reparations from
Germany.

If the third country produces the same commodity (or com-
modities) as Germany, similar conclusions would be reachedas
in the preceding case, except that the fortunes of the neutral
country would now be pooled with those of the paying country
instead of with those of the receiving country. If either England
or Germany produces"domestic" cmmnoditles as well, this would
operate, in the manner alreadyexplained, to make relmafiom pay-
ments result in the terms of trade turning against Germany,but
whether or not the neutral country produced "domestic" commod-
ities would not affect the direction of dmnge in the terms of trade
of Germany with the _ world as the result of reparations.

H the third country, however, produces d't_ctive exportable
commodities of its own, the method of approach needs to be
modified somewhat. To take first the terms of trade of Germany
with the outside wodd, "tmn-Germ_" data areto be used wber-
ever in the case of only two eoumdes Englimhdata would be
used, and the problemwifi then correspondto the case where Eng-
land and the neutral country produce identical commocErties,ex-

cept am #eu the .of rtesemtlve of
d

all non-C-ermany,the greater numerically the slope of the repre-
sentative Englishman's utility curve for the neutral country's
commodity as comparedtothe slope of his curve for the German
_mn'd_dity, the more favorable will bethe sittmtimt_ _nlmmy
with respect to the terms of trade. Similady, for the terms of
tradeof EnOnd therestof tie data
m,e to be used wherever in the case of only two coumrles Gemmn
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data would be used, and the problem will then correspond to the
case where Germany and the neutral country produce identical

commodities, except that, given the pre-reparations ratio F-_
representative of all non-England, the greater numerically the
slope of the representative Ge_ii-_a's utility curve for the neutral
country's commodity as compared to the slope of his curve for
the English ¢oiiiiiiodity, the less favorable will be the situation
for England with respect to the terms of trade. To take next the
terms of trade of England with Germany, they will remain un-
changed, move in favor of England, or move in favor of Ger-

many,._,given Pigou's assumptions, according as _ =, <, or
> _-r wher_ �€�andf relate to the slopes of the utility curves of
the representative Englishman for English and German commodi-
ties, respectively, and ¥ and F' relate to the slopes of the utility
curves of the representative German for English and German
commodities, respectively, i.e., regardless of the slopes of their
respective utility curves for neutral country commodities or of
the slopes of the utility curves of the representative neutral for
the commodities of England and Germany.

To take, finally, the terms of trade of the neutral country with
the rest of the world, the payment of reparations by Germany to
England will leave them unchanged, will move them in favor of
the neutral country, or will move them against the neutral coun-
try, caeter/_ paribas, according as the slope of the utility curve for
the neutral country's commodity is numerically equal, smaller, or
greater for the representative Englishnum than for the representa-
theGemmn, and, caeten_i_ae/bg_,according as the pre-repara-
lionsvolumeofimportsof nepal cc,mmodities is equal, greater,
orsmallerforEnglandasa wholethanforGermanyasa whole,
in totheirfondexpmditur

x.AN A/.cmm._ Sman'xot_

That it is lama'hie to atta_ the prol/_ without resort to utility
is demomua_l in chart VI in tram of a two-cou.,m7

m_basal aa the amaalalOm that ineachcoamrybeforerelma-
tiommore is !pint oa aativetiara oa_ coamxlit_ that
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the proportions in which expenditures are distributed between
native and imported commodities remain unaltered in both coun-
tries, in the absence of relative price changes, as the amount avail-
able for expenditures changes, that production is carried on under
constant cost conditions, and that there are no trade barriers or
transportation costs. The "amount available for expenditure,"
it is to be noted, is measured not in money but in units o_ the
native commodity, or their equivalent in value, which can be
bought with the money available at the prevailing prices.

Through any point, e, on a vertical line ran draw a horizontal
line df, such that the distance df represents the aggregate number
of units of commodities which England can purchase with her
national income before reparations at the prevailing prices, when
the physical units of the commodities are so chosen that the Eng-

i t ii i

m,

O

....... , , ,
lish and the German _ are equal in price, and such that
de and ef represent the amounts of English and of G-_ com-
modities, respectively, which the English would consume before
_ at thepre_rmgpr_. l_rr_._hanypointon ,_
bciow e draw _ Fme gi such that, in the absence of pfic_
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by England, and gh and hj would represent the amounts of Eng-
lish and of German commodities, respectively, which the English
would consume after reparations. Draw lines connecting g with d
and j with/, and project them until they intercept ran. If a change
in the amount England has available for expenditure does not, in
the absence of price changes, and within the range of observation,
change the proportions in which England would divide her ex-
penditures between English and German commodities, i.e., if
gh: hj: : de: el, then the projections of gd and ff will intercept mn
at some common point a, above e.

Through any point el on another vertical line mini draw a
horizontal line dlfl such that the distance dl/1 represents the ag-
gregate number of units of commodities which Germany can
purchase before reparations at the prevailing prices when the
physical units of the commodities are the same as in the other part
of the diagram, and such that dxel and elf1 represent the amounts
of German and English commodities, respectively, which the Ger-
mans would buy before reparations at the prevailing prices.
Through any point on mlnl above et draw another line gtf_ such
that, in the absence of price changes, dl/t--gtj't would represent
the amount of reparations paid by Germany, and glht, htjt, wouM
represent the amount of German and of English commodities,
respectively, which the Germans would buy after reparations.
Draw Iines connecting dl with gl and/1 with # and project them
until they intercept rarer. If a change in the amount Germany
has available for expenditure does not in the absence of price
changes change the proportions in which Germany divides her
expenditures between German and English commodities, i.e., if
g_hl : htjt : : d_el : el/l, then dig1 and f_fl when extended upward
w_l intercept mtnt at some common point at above ]_a.

Suppose now that de > el, and that dwl > etfl, i.e., that before
reparations each country spent more money on its own than on
the other country's commodities. To show that on these assump-
tions reparations must turn the terms of trade against Germany,
it is necessary to show that, in the absence of relative price
changes, the two countries combined would, after reparations,
want to buy more of England's commodities and tess of Ger-
many's commodities than before reparations, i.e., that, in the
absence of relative price changes: (_) the amount by which Eng-
land woflM _ to inazase her consmOonof English corn-
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modities was greater than the amount by which Germany would
want to decrease her consumptionof English commodities,or that
gk > hfl; (2) that the amount by which Germany would want
to decreaseher consmnpfionof Germancommodities was greater
than the amount by which England would want to increase her
conmunptionof Germancommodities, or that dd_ > lj.

Bya_tion,
gh: hi:: de: #; (x)
de ffiffikh ; ef -_ hl ; (2)
.'. gk:lj::de:cf. (3)

By_sumI,tion,
de>#; (4)
•". gk > lj, and, similarly,dlkl > lxfx. (5)

Since reparations results in an increase in England's spendable
funds equal to the decrease in Germany's spend_le funds,

gk + lj _ffid_kt+ rift (6)
•".gk> 6fi,anddzk_> tj (7)

Reparations payments will, therefore, in the absenceof relative
price changes, result in this case in a shortage, relative to demand,
of English commodities, and a surplus, relative to demand, of
German commodities, and the establishrnentof a new equilib-
rium, adjusted to the reparationspayments, will requirea relative
rise in the prices of English commodities, i.e., a movement of the
¢oumu_ty terms of trade against Germany.

If in either or in both countries the proportion in which ex-
penditures between native and imported commodities, in the ab-
sence of relative price changes, varies with _tio_ in the ag-
gregate amount of spendable funds, such variations will operate
favorably or unfavorably for Germany's terms Oftrade according
as, in the case of Germany,'theproportionspenton German goods
increases or decreases with a decrea_ in the amount of spendable
fundsandas, in thecue of England,theproportionspenton
German goods _ o_ deci-eues with an"/no'ea_ in the
amount of spendable funds. Deviation in the proporfom of the
expenditures in a direction favorabk to Germany in _ or in
both countrieswill not _ however, to tern the terms of trade
in favor of Gemmw, gi_m an e_eem before relmratkmsin the
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expenditures of each country (or in both combined) on native
commodities over their expenditures on imported commodities,
unless such deviations are sufficiently marked to make reparations
payments result in the aggregate for both countries, in the ab-
sence of relative changes in prices, in a relative increase in the
demand for German commodities over the demand for English
commodities.I

A concretecasemay becitedtoillustratethetypeofsituation
inwhichthetermsof trademightturninfavorof thepaying
countryastheresultof reparations.First,supposethatthepay-
ingcountry,Germany,producestwo kindsofcommodities,one
a "domestic"commodity,primarilya necessary,and theothera
luxury,whichisexportedbutisnotconsumedheavilyathome,
andimportsfromEnglandwhatisessentiallya luxurycommod-
ity.As thespendablefundsofGermanyarecutdown by repara-
tionspayments,therewouldprobablyoccur,in theabsenceof
relativepricechanges,a proportionatelygreaterreductioninthe
German purchases of the luxury import than of the necessary
"domestic" commodity. Suppose, in turn, that England also pro-
duces two kinds of commodities, one a "domestic" commodity,
primarily a necessary, and the other a luxury, which is exported
but is not consumed heavily at home, and imports from Germany
what is a luxury commodity. As the spendable funds of England
are increased by the reparations receipts, there would probably
occur, in the absence of relative price changes, a proportionately
greater increase in the English purchases of the imported luxury
than of the necessary-"dom_tic" commodity. These deviations
from proportior_al;ty,both working in favor of Germany, could
conceivablybe sufficiently marked to make the terms of trade turn
in favor of Germany as the result of rdparations, even if before
reparations each country spent much more on native than on
foreign commodities. This would be certain to be the situation if
the F-a_h demand for native comw_llties was such that, with
prices tmdmnged, the English purchases of native commodities
would fall absolwt_tywh,m the English incomes increased, and if
the German demand for native co_//_xlities was such that, with

_I_ _ ia daLrtVI, ti_ dmrimlamia the two _t_ies fromthe _o-
_ iawbi_az_rocialm__a4ta_ tt_ir_ bet_m_C,er-
ma a_tl_h a_l__mal__ _ atammd _ _haNa_I__#
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prices unchanged, the German purchases of native commodities
would rise absolutely -when the German incomes decreased, de-
mand phenomena which are no doubt highly improbable, but are
not inconceivable. =

Demand and supply curves in terms of money prices of the
ordinary Marshallian type cannot legitimately be'used in the solu-
tion of the reparations transfer problem, since they abstract from
the interrelationships between demands, supplies, and incomes, s
Nor can the problem be solved through the use of Marshallian
reciprocal-demand curves without additional information, since
the problem turns on what happens as the result of reparations
payments to the position and shape of the reciprocal-demand
curves, and this detx_ds on the utility functions in both countries,
and cannot be determined without reference, direct or indirect,
to these functions. _

It has so far been assumed that in every industry production is
carried on under conditions of constant costs. By virtue of this
assumption, it has been possible to carry out the analysis without
explicit reference to costs without impairing the validity of the
conclusions reached. Under constant technological costs money
costs can change only as the prices of the factors of production
change, and, assuming no change in the supplies of the factors, their
prices can change only as the aggregate demands for them from
all the industries using them change. It was therefore necessary
to take account only of the apportionment by the two countries of
their expenditures as between their own products and foreign

s In this case, in termsof chartVI, althoughgi > dL and g& < d&, in each
instanceby Lheamountot reparatims payments,n_rthcless oh<dr,

• C__.t./.#=.vp.._ _.
' Cf. D. H. Robertson,"The Trm_'er Problmu,"in P'_muand Robertson,

Ecmmmic e_ryx ¢md addresses, 1931, p. 17I: "they [i.e., Keynes, Pigou,
Tammig]havenowhere,so flu" as I know,explaineddearly the reactlc_ oi a
reparatioapaymmt on the shape and positica d the M_ [rtcipro_-
demand]carv_ _

Marshall _s, offers a solutionby means of his redpr_
era'yesof what is, fc_ present_ a lwoblemideutieal _h that d the
effectof rqm'tfiom _p=ymmt=,.==,_, the effectd the utm(er d interest
_yme=s. His sotatioa, mint, _, be reiec_L as _Uy _. He
laves thereeeiri_ _1's carve malam_ =d d_ts the t_da_ _mtry's
cur_ to the rlg_ by an ammmt,eq_l at all imbD of _ cm-ve,w _ _t

_.zg.
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products, and their mode of apportionment of their expenditures
as between their "domestic" and their export commodities had no
bearing on the problem. Under constant costs, moreover, the
double factoral terms of trade would be affected by reparations
payments in precisely the same way, both as to direction and as
to degree, as the commodity terms of trade. But if some, or all,
industries operate under varying costs as their output is varied,
it is possible in each country for the prices of domestic and of
export commodities, respectively, to move in different degrees
and even in different directions as the result of a change in the
volume of expenditures, so that the movement of the prices of
the "domestic" commodities of the two countries may differ in
direction or in degree from the movement of their export com-
modity prices, and the factoral terms of trade may move differ-
ently, in degree, and when the commodity terms of trade move
against the receiving country, even in direction, from the com-
modity terms of trade. This will hold even if there is effective
mobility of the factors within each country, i.e., if the marginal
value productivity and the rate of remuneration of each factor are
equal in all industries in which it is employed, provided different
industries use the factors in different and variable combinations.

But if prices at which any factor is available are for any reason
not uniform in all industries, or if there are factors which are

specialized for certain induslxies, then the range of possible rela-
tive variation of the prices of "domestic" and of export corn-
modifies in each country will be still greater.

The task of tracing the effect of international payments on the
terms of trade when production is carried on under conditions
of varying cost as output is varied appears to be one of dis-
eouragh,.g complexity. Even after resort to the utmost simplifica-
tion of which the problem admits there remain more variables to
be dealt with than either arithmetical illustrations or ordinary
graphic methods can effectively handle. Though general solutions
may be obtainable by algebraic methods, it seems evident that they
are not easily obtainable, and in any case they are not within my
power. There seems no good a pr/or/reason to suppose, however,
that any of these additional factors has an inherent tendency to
operate more in favor of the paying than of the receiving coun-
try, as far as the terms of trade are concerned.

I venture the prediction, therefore, that whea the problem is
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solved for more complex cases involving varying costs as output
is increased, the following condusions derived from analysis of
the simpler cases dealt with above will be found not to require
substantial modification: (I) that a unilateral transfer of means
of payment may shift the commodity terms of trade in either
direction, but is much more likely to shift them against than in
favor of the paying country; (2) that the double factoral terms
of trade will ordinarily shift in the same direction as the com-
modity terms of trade, but under increasing costs in all industries,
when the commodity terms of trade shift in favor of the paying
country, the double factoral terms of trade will nevertheless shift
in favor of the receiving country, or will shift in less degree than
the commodity terms of trade in favor of the paying country;
and (3) that the tendency of the terms of trade to move against
the paying country will be more marked, caeteris paribus, the
greater the excess in each country, prior to the transfer, of con-
sumption of native products to consumption of imported prod-
ucts, to the extent that such excess is not due to trade barriers or
to higher international than internal transportation costs.

XL TYPES o1¢ DISTURBANCE IN INTERNATIONAL EQUIL_BRrUM

In the examination of the probable _ on the terms of trade
of a lasting disturbance of a preexistent international equilib-
rium, there is one basis of distinction between types of disturb-
ances which calls for special emphasis. Disturbanc-_s are to be
distinguished according as they originate in a relative change in
the amounts, measured in units of constant purchasing power
over native goods, available for expenditure in the two areas, or
as they originate in a relative change in the demands of the two
countries for each other's products in terms of their own prod-
ucts resulting from changes in taste or in conditions of produc-
tion, or from changes in taritFs, subsidies, internal taxes, or tram-
portation cos_ _ The m_alysispresented above of the effects on
the terms of trade of reparations paymmts is applicable without
serious _t_a to aU _ d_anbames of the _rst class,
i.e., involving all _ relative shift in the _ available for
exprndimre,whether_ shift is due to _ m'bu_ or sub
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sidy, but is not applicable to disturbances of the second class,
where, however, analysis in terms of reciprocal demand curves is
appropriate in most cases.

Whereas in the first class of disturbance a relative change in
the amounts available for expenditure in the two countries is the
source of the disturbance and a relative change in the demands of
the two countries for each other's products is the result of the
disturbance, in the second class of disturbance a relative change
in the demands is the original cause of the disturbance and a
relative change in the amounts available for expenditure is part
of the process of adjustment to the disturbance. The case of a
new revenue, import duty, levied by one of the countries, may be
taken as sufficiently illustrative of the effects of disturbances of
the second class on the terms of trade. Let us suppose only two
countries, only two commodities, no tariffs, no transportation
costs, and an even balance of payments between them. One of the
countries, England, now imposes a duty on imports of the Ger-
man commodity. Before the duty the two commodities exchanged
for each other at the same rate in both countries. After the duty
the German commodity will rise in price to the English consumer
relative to the English commodity. Let us assume that this rela-
tive rise is at first equal to the amount of the duty. The English
will therefore buy smaller physical quantities than before of the
German commodity and larger physical quantities than before of
the English commodity. Suppose that the reduction in the volume
of their sales to England will tend to cause Germans to reduce
their total expenditures to the same amount, and that part of this
reduction will be applied to German commodities. The willing-
hess to buy German goods at the prevailing price (in England
plus duty) will therefore decline in both countries; the willing-
ness to buy English goods will increase in England, and decrease
in Germany; with the increase in the former (corresponding to
the total decrease in English purchases of German goods and
therefore, by assumption, to the total decrease in German pur-
chases of German and English goods combined) exceeding the
decrease in the latter country.

Two consequences will follow: (t) Germany will have an ad-
verse balance of payments with England, and specie will move
from Germany to England; (2) the price of the German corn-
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modity will fall in both countries relative to the English, so that
in England it will, without duty, be lower than it was before the
duty was imposed, and, including duty, will exceed the pre-duty
price by less than the amount of the duty. In other words, the
commodity terms of trade will have moved against Germany,
with an international transfer of specie as part of the process
whereby this comes about. The effect of the duty on the terms of

ii i

© _, m ' X

NUMBER Or UNITS OF -rI#GLISH COMMOOIT_"

trade is illustrated in chart VII, an application in a slightly modi-
fied2 form of Marshall's foreign trade curves.

The quantity of the English commodity is measured from 0
on the ox axis, and the relative price of the English commodity,
in terms of number of units of the German commodity for one
unit of the English commodity, is measured from o on the oy
axis. The curve ae represents the quantities of the English com-
modity which before the duty England would be willing to export
at the indicated rates of exchange of the English for the German
commodity, and the curve bg represents the quantities of the Eng-
lish commodity which Germany would be willing to import at
the indicated rates of exchange of the English for the German
conmmdity. Equilibrium will be established at the terms of trade
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of mn or ot units of the German commodity for one unit of the
English commodity.

If now England should levy a duty of 40 per cent ad vaiorem
on imports of the German commodity, payable by the importer
and used by the government to remit other taxes, the English
export supply curve adjusted to the duty will be ale1, with alel
uniformly 4o per cent higher than ae with reference to the ox
axis. The new equilibrium rate of exchange of English com-
modities for German will in the English market (i.e., after pay-
ment of duty) be talk, or ol, units of German goods for one
unit of English goods. The new terms of trade, or the rate at
which Germany will be able to exchange its commodity for the
English comr_odity, will be mln,, or odx, units of the German
commodity for one unit of the English commodity, which will
also correspond to the relative prices of the two commodities
within Germany. The terms of trade will thus be turned against
Germany by the English import duty.

It can similarly be shown that an English protective duty, a
German export bounty, higher German or English internal taxes
on German than on English goods, a shift in taste in either
country in favor of English goods, or a relative reduction in the
cost of producing the German commodity, will in like manner
turn the terms of trade against Germany, whereas a German
revenue or protective duty, an English export bounty, lower Ger-
man or English internal taxes on German than on English goods,
a shift in taste in either country in favor of German goods, or
a relative reduction in the cost of producing the English com-

modity, will turn the terms of trade in favor of Germany.
An endless variety of further distinctions betweea types of

disturbances can of course be drawn. Tributes and loam, for

instance, are to be distinguished from each other by the fact
that, since the former are as a rule involuntary and the latter
voluntary, the problem of adjustment in the "paying" country
is likely to be more serious in the former than in the latter
case. Loans, moreover, call almost it_m_ediately for interest pay-
ments and eventually for amortization payments in the oppo-
site direction from the loans, whereas this is not true of tributes.
Loans are to be distinguished according to whether they are
made out of ineome or out of capital, and according to whether
the proceeds are used in the borrowing ommtry for immediate
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consumption or for investment, since the nature of the source
and of the mode of use of the loan wiU affect the manner in

which adjustment is made to the change in the amount of funds
available for expenditure, and will affect also the relative avail-
ability of the different classes of commodities toward which the
expenditures are directed. In actual experience the initial dis-
turbances may come in various combinations, or may originate
at home or abroad, or simultaneously in both, and, depending on
the nature of the original disturbance and perhaps on other cir-
cumstances, what at one time operates as the source of the
disturbance and gives rise to the need for adjustment may at
other times be the equilibrating factor, with corresponding
changes in the time-sequence of phenomena. Thus price changes,
capital movements, changes in demand, for example, may at one
time be disturbing factors, at other times equilibrating ones, and
except when there are drastic disturbances whose origin is fairly
obviously to be associated with contemporary events external
to the mechanism of international trade itself, it will ordinarily
be fruitless to try to distinguish equilibrating from adjusting fac-
tors. Some writers have attempted to generalize, however, as to
the "disturbing" or "equalizing" character of specific elements in
international balances. Thus Keynes, for instance, has maintained
that historically the international movement of long-term capital
has adjusted itself to the trade balance rather than the trade
balance to capital movements, s whereas Tattssig _ has supported
the opposite, and traditional, view. There is no apparent a priori
reason why the dependence should not be as much in one direc-
tion as the other, and the question of historical fact can be settled
only, if at all, by comprehensive historical investigation, tt is
possible, however, to set forth theoretically the types of circum-
stances which would tend to make the one or the other the more

probable direction, and t_ find striking historical illustrations in
support of such analysis. It seems clear to me, for iustance, that
in the case of Canada before the war flue fluctuations in the trade
balance were much more the effect than the cause of the fluctua-

tions in the long-term borrowings abroad, whereas in the case
of New Zealand the fluctuations in her balance of indebtedness

"'_l"m Germm tmm_ ge_lem," Eco_ l_, XXXIX O_), 6.
• Cf. I_ trait, _, r_. _. Cf. _ Carl t_,ua, dOexts ot
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since the war seem to be dearly the result rather than the cause
of the fluctuations in her trade balance. In New Zealand a marked

degree of dependence of the national income on the state of the
crops and the world-market prices of a few export commodities,
with sharp year-to-year fluctuations in the crops and in prices,
makes it necessary to choose between highly unstable expenditures
on consumption or domestic investment, on the one hand, and sub-
stantial fluctuations in the net external indebtedness of the country,
on the other, and the choice seems to be predominantly in favor
of the latter. Examination of such data as are readily available
strongly confirms, however, the orthodox doctrine that, at times
when "fear" movements of capital are not important, short-term
capital movements are much more likely than long-term capital
movements to be "equilibrating," and that major long-term capi-
tal movements have, as Tanssig maintains, mainly been "dis-
turbing" rather than "equilibrating" in nature.

The foregoing discussion, it should be repeated, has dealt solely
with the long-run effects of a lasting variation in one of the
elements of an original equilibrium on the terms of trade. It should
be noted also that changes in the terms of trade have been treated
as purely objective phenomena, without reference to the differ-
ences in hedonic significance which may be attached to them
according to the types of disturbance from which they result.

XIL SPECXEMOVEMENTSAND VELOCITYOFMONEY

The classical economists were agreed that (abstracting from
the process of distribution of newly-mined bullion) there were
no specie movements under equilibrium conditions, and that specie
moved only to restore and not to disturb equilibrium, or, as
Ricardo put it, gold was "exported to find its level, not to destroy
it. ''_ But on the range of drcumstances which could disturb
equilibrium in the balance of payments so as to require corrective
specie movements they were, as we have seen, not in agreement.
Wheatley, as much later Bastable and Nicholson, held that the
balance of payments would adjust itself immediately, and with-
out need of specie movements, to distur_uances of a non-oarrency
nature, through an immediate and presumably exactly equifibrat-
fag relative shift in the demand of the two regions for each
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other's commodities. Granted that a relative shift in demand as

between the two countries may, without the aid of relative price
changes, restore an equilibrium disturbed, say, by an international
tribute, it is an error to suppose that the shift in demand can
ordinarily occur, under the assumption, be it remembered, of a
simple specie currency, without involving a prior or a supporting
transfer of specie from the paying to the receiving country. The
new equilibrium requires that more purchases measured in money
be made per unit of time in the receiving country and less in the
paying country; as has been shown above, it is by its effect on
the relative monetary volume of purchases in the two countries
that the relative shift in demands exercises its equilibrating influ-
ence. Unless as and because one country becomes obligated to
make payments to the other velocity falls in the paying country
and rises in the receiving country, these necessary relative changes
in purchases and in demands will not occur except after and be-
cause of a relative change in the amount of specie in the two
countries, and such changes in velocity are at least not certain to
occur, nor to be in the right directions if they do occur. Accept-
ance of the doctrine that a relative shift in demami schedules

may su/fice, without changes in relative prices, to restore equi-
librium in a disturbed international balance does not involve as a

corollary that specie movements are unnecessary for restoration
of equilibrium, as Wheatley, Bastable, Nicholson, and others
seem to have supposed. The error arises from acceptance of a
too simple version of the quantity theory of money, in which
price levels and quantities of money must move together and in
the same direction regardless of what variations may occur in
other terms of the monetary equation. In its most extreme appli-
cation this erroneous doctrine has led to the conclusion that if

unilateral payments should perchance result in a relative shift in
price levels in favor of the pay/rig country, the movement of
specie will be from the receiving to the paying country P

, Such doctrlm has _y been _ by Pi_o_, by H,_m_, and by
othersfollowins them, to the reparatiomtransfer problem,tn Piso_s analysis
there is hilan_ to aotite that evenif 1a'ieesrise in Germany and fall in
Ea_la_ as the result of reOaratiom_nmats _ C_,ma_ to Eagla_ there
mist _ be a redaction in Gea_ay and an is:r_ ia E_lai in the
relativeatmaa_ of moaeyincomeaVai__la_for/iaal _mdimre and therctm_in
the aaamm of moaey work to be dca_ (Piaoa, "The effect of rtlmatlam

the ratio of _ t_Im_.," _ /_, XLII (_),
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It has been generally overlooked, however, that the velocity
of money, or the ratio of the amount of purchases per unit of
time to amount of money, has an important bearing on the
extent of the specie movement which will be necessary to restore
a disturbed equilibrium. It is not purchases, or transactions, in
general which are significant for the mechanism of adjustment,
but only purchases of certain kinds. If, for instance, a particular
house has changed ownership as between dealers through pur-
chase and sale three times in one year, and not at all in the next
year, neither the transactions in one year nor their absence in
the next year have any direct significance for the international
mechanism. What matters is only the volume of expenditures
which for tile unit period operate to remove the purchased com-
modities from the market. Such purchases we will call final
purchases, to distinguish them from transactions which do not
consist of purchase and sale of commodities and services or
whi,_h, if they do involve such purchase and sale, result merely
in transfer of ownership from one person to another who will in
turn before the unit period of time is over sell or be ready to sell
the commodity or service, whether in the same form or not does
not matter, to a third person. It is the relative change as between
the two countries in the vohmm of final purchases, so defined,
which plays a direct and equilibrating role in the mechanism of
adjustment of international balances to disturbances.

Under the asm_ of a simple specie currency, the fig-
nificartt velocity concept for the analysis of the mecJmnism of
international trade is accordingly the ratio of final purchases per
unit of time to the amount of specie in the cotmtry, which we
will call the "final ptt_ velocity of money." This concept

54_-43.) Haberler seems to reach his condusi_a that if reparations result if a
rdative ri_ in prices in the paying country the movement of _ wt'H be to
ix_tead of from the payirq_ o0tmtt2r on the basis of a tacit asm_3tion that price
level and quantity of money mint vary in the same dircctlon regardless of other
eircemstames.In his treatmentof the reparationstransferproblem,Habeder
writea:

It is thcoreticmllylmssiblefor the terms of trade to chattgein favor of
Germanyso that the prices of Gertmn exlmrts rise and the prices of
Gtrnmnimportsfall. This hinds to the rather tmmdoxicalresult that gold

iato Gefnumy, and the transfer mechanism thlls eases the situation
of the comity paying reparations. This is not a very In'obable ca_ but it
would arise if the increase of fordgn demand were for German exports,
tad the fall in Germany's demand relat_ to imports. (T/teary M /_er-
mtie_ trade, x9_6,pp. 75-7&)
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isto be distinguishednot only from the familiarvelocitycon-
cept, or the "transactions velocity of money," but also from the
"income" or "drcuit" velocity of money concept. This latter is
for our purposes a more serviceable concept than the "trans-
actions velocity," since it disregards many kinds of transactions
which are of no direct significance for the international mecha-
nism. It is nevertheless not a wholly satisfactory concept for the
present purpose. For any limited period of time "income" is not
only di_nlt of m___surement but almost incapable of definition.
It does not matter, moreover, for the mechanism of international
adjustment whether what is spent comes from current net in-
come or from disposable capital funds, borrowings, internal or
external, or "negative income" or business losses ev_Luatly to
be defrayed by the creditors. Nor does it matter whether the ex-
penditures are for consumption or for maintenmu:e or expansion
of investment, except indirectly as this may affect the productive
resourcesof the country or the apportionm_at of expenditures as
between different classes of commodities. What matters for pres-
ent purposes is primarily the ratio to the volume of money of
the expenditures per unit of time which, for that unit of time,
make an equivalent reduction in the willingness to spend of the
purchasers. * The final purchases velocity of money will of course
necessarily be much smaller than the trans_etions velocity. It may
be smaller or larger than the income velocity. It will tend to be
smaller than the income velocity in so far as the latter covers
income not spent or invested at home hut hoarded or lent abroad.
It will tend to be larger than the income velocity in so far as the
latter fails to ta&'e account of maintenance and replacement ex-
penditures, dislnvestment expenditures, or expenditures of the
proceeds of external or internal borrowings.

Since the relative change in the amount of final purdum_ in
the two areas is an importlmt equilibrating factor in the process
of adju_lsent to a disturbance in their international balances,
then,assumingnocluu_eto occurin eithercountryin thefnud
putcba_sveloc_of money,thegreaterisfile_hted a_
final ptu-chases velocity of money in the two commies ¢mabimd,
the small_ will be the amount of money necemntryto be trans-
_ed to_ a_ _ otherthi_ mmin_
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the same. If, as the result of a transfer of specie to meet the
first instalments of new and periodic obligations of one country
to the other, a sudden change occurs in the amount of money
in each country, and the volume of final purchases in each coun-
try does not immediately respond proportionately to the change
in the amount of money, the amount of transfer of money to
the receiving country will for a time have to be greater than the
amount of such transfer ultimately necessary, and after the
velocities in the two countries have recovered their normal levels,

but before the periodic payments have terminated, a partial re-
turn of money to the paying country will occur. If, on the other
hand, change in the amount of money tends to be accompanied
with change in its velocity in a corresponding direction, a smaller
initial transfer of money will suffice for the time being, but as the
velocities recede to their normal levels more money will have to
be transferred from the paying to the receiving country to main-
tain their relative volumes of final purchases at the new equi-
librium level. In all eases, the amount of specie transfer necessary
for adjustment to a disturbance will depend on the velocities of
money in the two areas as well as on the manner in which the
demands for different classes of commodities behave as the

amounts of money are varied. Except under very unusual condi-
tions, however, adjustment of the balance of payments to new
and continuing unilateral remittances will require some initial
transfer of specie from the paying to the receiving country.

The final purchases velocities in the two countries not only
help to determine the amount of specie transfer necessary for
adjustment, but they also help to determine what effects the
remittances shall have on the absolute price levels in the two
countries combined. If in the receiving country money has a
higher velocity than in the payi_ country, the transfer of means
of payment will result in a higher level of prices for the two
countries combined, and vice versa. It is even conc_vable, though
not of course probable, that reparations payments may result in
higher (or in lower) prices in both of the countries. Failure to
take into account the possibility of different velocities in the two
countries has led some writers to deny this even as a theoretical

•a. bell'_ "p_ci_ ef e_e cmservalm d tmrdm_ p_er,"
_ _ _e mms£_rofa _ ameente_ _perdmieS power" (Le.,_?)
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TABLE V

EFFECTS OF INTERNATIONAL TRANSFERS IN ABSENCE OF PRICE CHANGES:

VARIATIONS IN VELOCI'I'Y s

Receiving country Paying country

Commodity
WiUing to Available WiUing to Available
purchase for export purch__ase for export

Before Tr_n_er

Domestic and export . 20oo zooo 5o0 Iooo
Import .............. Io0o ItmO

3000 IO00 I_O IO00

After Tran_er: Case A

Velocity before and after Velocity before and after
tran_'er I. I tra.n_e_"- I

Domestic and export... 24oo 6oo 3oo I20o
Import ............... x2co 6oo

36oo 6oo 9oo laco

After Tma_er: Case B

Velocity before and after Velocity before and after
tr_nder ffi _ transfer -- I

!

Domestic and export.., a60o 7oo 350 1

Import .............. I3oo ., 70o t
39oo 7oo Io5o 13oo

After Transfer: Case C

Velocity before and after Vetocity before and after

Domestic and ezport... :za4o ,_o a6o nao
[report ............... Ha, o _o

3360 S+70 780 ....... 1120

* AUqwcaiti_ mmaumd ia mamm_ miw _ mmztb; immaz mb d _ aai_sa_ momm.
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The role of specie movements and of the velocity of money in
the mechanism of adjustment to disturbances is illustrated in
table V, in which it is assumed that before reparations the un-
weighted average ratio of expenditures on native to expenditures
on foreign commodities for the two countries combined is unity,
and that, in the absence of price changes, reparations payments
will not disturb the proportions in which expenditures are dis-
tributed between native and foreign commodities in either country.
Under these conditions reparations payments, as we have seen,
would not disturb the terms of trade. The pre-reparations equi-
librium is disturbed by the imposition on one of the countries of
the obligation to pay reparations to the other for an indefinite
period of "time at the rate of 600 monetary units per month.

In ease A, the final purchase velocity of money per month,
both before and after 5 the beginning of the reparations payments
is unity in both countries, and prior to the transfer the final
purchases per month are 3000 in the receiving country and 1500
in the paying country. There must therefore have been, in the
initial equilibrium situation, 3000 monetary units in the former.
and 1500 in the latter, country. A transfer of 600 monetary units
from the paying to the receiving country takes place when the
payments begin, and the resultant shifts in demands bring about
an adjustment of the balance of payments of the two countries to
the tribute without necessitating any change in prices. In ease B
the velocity of money per month both before and after the begin-
ning of the tribute payments is 2 in the receiving country and I
in the paying country, and prior to the transfer there are I5oo
units of money in each of the countries. To restore equilibrium;
a transfer of only 450 units of money is necessary. But since the

two cmmtr_ _mmotresult in a change in the aggregatepower to
measuredin nmney, of the two countri_._J_ques Rueff, "Mr.

Ke_" _ _ the tram_ problem,"Economic io,_,al, XXXlX (:_),

*_y, other things being equal, and esaec_lly the "transactions
v_ocit_ of _ renmiaiag comt_t in each country, the final purchase

of money _tmld be expectedto _ slightly in the l_ying country
_i to rise sligt_tlyia the_,_g cowry as the re_lt of ret_,_tiom, since
m _ _ _mtrl there will l_ _ inv_viag the use at moaey
l_ _8_i_ ia _1 l_d_, " and in the recelvlagcountrythere will

_! _tdo_ _ len flumthe ao_d maa_t t_ ____ of _ym_a_ for
_ m_mkm.
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transfer of money is from a low-veloc/ty to a high-velocity coun-
try, it results in an increase in the world level of prices and of
money incomes. As in case A, however, equilibrium is restored
without any change in the terms of trade. In ease C the velocity
of money is _ in the receiving country and I in the paying
country, and prior to the transfer there are 6000 units of money
in the receiving country and I5oo in the paying country. To
restore equilibrium a transfer of 72o units of money is necessary.
But since the transfer of money is from a high-velocity to a low-
velocity country, it results in a decrease in the world level of
prices and of money incomes. As in the previous cases, however,
equilibrium is restored without any change in the terms of trade.
Whatever other cases were chosen, the same conclusion would
be indicated that the effect of a transfer of payments on relative
prices is independent of the velocities, provided that such changes
in money incomes as are offset by corresponding changes in prices
are assumed not to affect the apportionment of expenditures
among different classes of commodities. 6

In the older literature, analysis of this sort of the role of
velocity of money in the mechanism of adjustment of interna-

The resultspresentedin these casesare not arbitrary,nor merelypossilde,
but f_ow necessarily from the as,umptiom explicitly made in connectiott
therewith.In case C. for examole, the remlts as .to the atq_-tim of
expendituresand the distn'butio_of moneybetweenthe two countriesafter
adj_mmnt has beenmade to the lmymentsare obtainedas follows.Write:
i, for the _t avaitab_ for expenditmzin the receivingcomm7 before

tra_er (=300o).
/p for the amountavailablefor expenditurein thepayingcountrybeforetrans-

fer (= xSOO).
2",for the amountavailablefor expenditurein the receivingeotmtryafter

transfer.
1, for the amountavailablefor _tore in thepayingcountryaftertramfer.

for the ratio of the weightedaveragevelocitya_er transferto the weighted
averagevelocitybeforetransfer,for thetwo _ies

Then

z,=_+6eo (_)
l,=_,-cm (iil)

,_ _ x. L. ml.z, (iv)

s=_; l.--&_6o; ,=_
_ of l, aad l, to eae ffaeemt _ oi _ la the _"

tlom ln _&_ it ls assttmd aeh m_ woe_ Oid.-_ its _ in
the_ of retativetn_eeelmtSts3_Id. the_ *t t_ chta_ to
dem-mlmwhetherrtttt_ elmta_ ia peiee, are t.tmma_ f_r tl_ mw e_tKu'b-
_tm, mzt. ff ,o./m wlm _
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tional balances is to be found, if at all, only by implication. In the
more recent literature, also, discussion of this phase of the mecha-
nism is scanty. Ohlin's treatment of velocity is imbedded in his
exposition of the mechanism as a whole, but there seems to me
to be agreement between our accounts in so far as they cover the
same ground. D. H. Robertson, in a short essay, 7 which never-
theless contains in germ much of what has here been more
elaborately expounded with reference to the transfer mechanism,
also treats the velocity factor, in so far as he carries his analysis,
in the same manner in which it is here treated. But concerned

presumably more with establishing certain possibilities than with
surveying the range of probabilities, he applies his analysis only
to assumptions so extreme as to lead him to highly improbable
conclusions. In an analysis of the effects of reparations payments
by Germany to .America on specie movements, terms of trade,
and aggregate income in the two countries, he introduces an an-
nual velocity of money factor, assumed to be unity and invariable
in each country, and which represents the ratio of annual income,
or annual expenditure, to the stock of money. From an arithmeti-
cal illustration he concludes that the payment by Germany of
reparations need involve no transfer of money, no alteration in
the terms of trade, and no change in "gross monetary income" in
either country. Substituting "final purchases" for "gross mone-
tary income," and taking only the data which he presents for
America, his illustration is as follows:

Azm4m

Before Reparations Pa3m*ents
Final purchases of £i,6oo buy 900 American goods + ioo Ger-

man goods and pay £6oo taxes.
Gold stock _I,(Klo. V = I.

Price of American goods ffi £i.

1)_ Reparatio_ Payments at the rate of _6oo #er year
Final purchases of _I,6oo buy 900 American goods + 7o0 Ger-

_ goods.
Gold stock £x,6oo. Iz,ffi I.
Price of American goods ,= _I.

How extreme the assm_ot_a are on which all of these results
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depend is not made apparent only because they are not brought
dearly into the open in either the illustration or the accompanying
text. The illustration assumes that the government of America
uses the proceeds of the reparations payments to remit taxation,
but it presumably continues to render the same services to the
community, for otherwise £60o of spending power would be
unaccounted for. As far as final purchases or "gross money
incomes" are concerned, the apparent absence of an increase when
reparations are received is due solely to the fact that real income
in the form of government services for which previously £6oo
was paid by individuals in taxes is now met by the reparations
income of the government and therefore does not appear in the
accounts of private monetary income. As far as money stocks are
concerned, the absence of any increase in the receiving country
can be explained only if the periodic receipt.of the reparations
payments and their use by the government in hiring personnel
and buying materials with which to carry out its functions re-
quires no use of the country's stock of money, whereas collection
of taxes equal in amount to the reparations plus use of the tax
receipts in the identical fashion in which the proceeds of the
reparations are used would involve the use of £6o0 throughout
the year. As far as the commodity terms of trade are concerned,
the absence of any change is to be explaifted by the assumption
that although in the receiving country no prices have changed
and spending power has increased by £60o, no increase wilt occur
in that country in the amount of its own goods or governmental
services demanded by its people.

XIII. COMMODITY FLOWS AND RELATIVE PRICE LEVELS

Graham and Feis hold that the explanation of the mechanism
of adjustment of international balauces to capital borrowings
offered by the classical economists and their modern followers
omits reference to a factor operating to bring about relative shifts
in price levels in the direction opposite to that posited in this
explanation. Graham claims that since the effect of a loan is to
shift goods from the lending to the borrowing country, the vol-
ume of goods relative to the voiume of gold wilt be increased in
the iron-owing ¢mmtt 7 and decreased in the leading country, and
therefore the prices m'll tend to fall in the former and rise in
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the latter. On the assumption that the first phase of the mecha-
nism is a transfer of gold from the lending country to the borrow-
ing country unaccompanied by a transfer of goods, and that the
transfer of goods is a later phase, Graham, calling the former the
"short-range" effect of capit_l movements and the latter the "long-
range" effect, concludes that "the short and long range effects
of borrowings will run in opposite directions. ''x He had earlier
applied the same reasoning to the problem of the adjustment of
international balances to capital imports under an inconvertible
paper currency, on the assumption that the quantity of money in
each country is held constant. _ Feis accepts Graham's argument:

The effects of the goods movements upon price levels would,
therefore, tend to be in the opposite direction to those produced by
changes in the volume of purchasing power in each of the countries
concerned, as Professor Graham has pointed out. Apparently, two
conflicting tendencies are present in each country during the process
of adjustment. These tendencies may or may not be simultaneous and
equal in strength, s

This reasoning seems erroneous to me. The conclusion of these
M

writers results from a mechanical application of the _---P

formula of price determination to the international trade mecha-
nism, on the implicit assumptions that the price level is result
and not cause, and that the changes in M and the changes in T
are unrelated and independent factors in the mechanism, _ and

Xlna review of my Canada's balance, American economic review, XV (I925),
lO& I had suggested, as an explanation of a tendency which seemed to be
apparent in the Canadian experience for the relative rise in prices in the
borrowing country to diminish in extent as borrowings continued at an even
rate, that the longer the interval between a relative price change and the actual
trade transactions the fuller would be the response to such price change, and,
therefore, that the degree of relative price change required to bring about
adjustment of the trade balance in the first year of a period of borrowings at
an even rate would tend to be more than was required in later years. Graham
offered his argument as a better explanation of the shrinkage in the relative
cha_gein prices.

s'_Intermtional trade under depreciated paper. The United States, I862-79,"
O_*rtertyio_*al of eco,wmics,XXXVI (_9_), _3-

'Feis, "The mechanism of adjustment of international trade IxLlances:'
d_cam ¢co_m& re_/e_,XVI (x926), 60, ft. (at p. 603).

'In Grahams expositio_ this is suggested by his failure _o discuss the
determiam_ of _he size of the specie flow and by his reference to his analysis
of the del_eeia/_ _ case, where he had arbitrarily assumed that the
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Feis, at least, explicitly attributes the same assumptions to the
classical school. _ But in the classical theory, as in the preceding
exposition, the establishment of international equilibrium is re-
garded as primarily a problem of international adjustment of
prices, and the direction and extent of flow of specie, and there-
fore also the relative amounts of money in the two countries,
instead of being treated as independent factors, are held to be de-
termined by the relative requirements for money of the two
countries given their equilibrium price levels and their respective
physical volumes of transactions requiring mediation through
money. The bearing of the commodity flows in the mechanism,
therefore, is not their influence on the relative price levels, but is,
instead, their influence on the quantity of specie flow necessary
to support the price relations required for equilibrium.

Let us suppose that when the lending first _gins the lending
country ships sufficient commodities on consignment to the bor-
rowing country to bring its export surplus to equality with its
volume of lending per unit period, but that, in consequence of
the influx of goods, prices as a whole fall in the borrowing coun-
try to a level lower than is consistent with the maintenance of its
import surplus at the required amount. A new or intensified flow
of specie must thereupon occur from lending to borrowing coun-
try, so as to bring prices (and demands) in the borrowing coun-
try to a level adequately high to result in a continuing import
surplus equal to the borrowings. 6

qttantitiesof money in each countTywould be held constant,an assumption
which makes any analogy from the mechanism under depreciatedpaper a
fallaciousone in this connectionfor the mechanism underthe gold standard.

• Cf. ibid., p. 6o5: "The classicalaccountof the processof adjustmentboth
in its original sourcesand as presentedin the precedingpages,rests uponthe
implicitassumptio_that incomeand pricelevelsare the passiveresultof other
infltamces.They are commonlysaid to be determinedby the relationshipbe-
tweenthe volpmeof goods (trade) and the volumeof purchasingpower (and
its velocity) within a country...."

' Cf. G. W. Norman,l._ur to C_s Woad, F.sq.,M.P. _ _z_ey, x84_,
p. _o:

There is _ circumstanceworthattentionon accountof its tendency
to incrcasethe tnmmissiun d slmle mxh- tn adverse _ The
articles of _ whichmight reO_acegold and silver are usuallytew in
number,speakingpractleadly,and the ira:teased_tlty of mz:hgoods
receivedhy the _ eonntry1_ their ln_:e in _t to _ extent
wh/ch, partiallyat least, ldssemthe effectprtahs_ by _e mbu'seuamtof
its curremy.

If Noa_au nmms by this lmssagethat a _ lm_ _nw of _ mint
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"Capital" movements, it is true, if they consist of funds which
in the absence of such movement would have been invested at

home, and if they result in an increase in the amount of invest-
ment in the borrowing country as compared to what would have
been the situation in the absence of the borrowings, will eventu-
ally result in a relative increase in the output of the marketable
commodities of the borrowing country as compared to those of
the lending country and, therefore, will to this extent tend to
result in a relative _fall in the price level of the borrowing country.
But Graham's and Feis's argument rests on the supposed effect
on relative price levels of the commodities actually transferred,
rather than on the effect on relative price levels of the relative
changes in" the output of commodities in the two countries.

XIV. EXCHANGE RATES

Hume conceded that the fall in the exchange value of a coun-
try's currency when for any reason there was adverse pressure
on its balance of payments tended to exercise an equilibrating
influence by providing an extra incentive to commodity export
and a deterrent to commodity import. He held, however, that this
could be but a minor factor in tile process of adjustment, and
although he gave no reasons it may be presumed that he saw that
under a metallic standard the maximum possible range of vari-
ation of the exchanges, i.e., between the specie export and import
points, was so limited as to make it extremely unlikely that such
variation could exert an appreciable direct influence on the course
of trade? Since his time the maximum range of variation has
become still narrower under normal conditions because of re-

duction in the cost of transporting specie, and scarcely anyone
today would dispute that under an international metallic standard
exchange variations are a negligible factor as far as their direct

cecurto offsetany otherwisedfi_mli_ating influenceon pricesof the flowof
thee the l_tion taken here ¢orreslmdswith his.

t__.m____.Pol/K¢o/d_scourses (I752), in Essays moral, political, and literary,

_I, 333, note. Cf. W. Whewvll0 "Mathematical Exposition of certainot l_ifieal eomt(raty. "I_d memoir," Trm_tct_,s of the Cambridge
._. IX, _xt II (tSS6), 7: "1'he rate of exchangemay be

looked_ m aa iem'emem whichme,sure, the force of that current [i_.,
_ m,_me_|, _! ekes,or _! _rtitim tothat force,or prod_ anye_t
ef itJ ram, exee_ it may be, to regtttateaad redaceto Ueadine. the cas.al
a.d_ i.qNd_"
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error of formulating their theory of the international relation-
ships of prices in terms of simple quantitative relationships be-
tween average price levels. But since I9X6, Professor Gustav
Cassel has expounded, and obtained wide acceptance of, a simple
formula purporting to express the relationship to each other of
national statistical price levels, which he called the purchasing-
power parity theory. Some writers have found in this formula
nothing but a restatement of the English classical theory, but it
differs substantially from any version of the classical theory
known to me.

The following citation embodies an early formulation of his
theory by Cassel, and the one which first gained for it wide
attention :

Given a normal freedom of trade between two countries, A and
B, a rate of exchange will establish itself between _hem and this rate
will, smaller fluctuations apart, remain unaltered as long as no altera-
tions in the purchasing power of either currency is made and no
special hindrances are imposed upon the trade. But as soon as an
inflation takes place in the money of A, and the purchasing power of
this money is, therefore, diminished; the value of the A-money in B
must necessarily be reduced in the same proportion .... Hence the
following rule: when two currencies have been inflated, the new nor-
real rate of exchange will be equal to the old rate multiplied by the
quotient between the degrees of inflation of both countries. There
will, of course, always be fluctuations from this new normal rate,
and in a period of transition these fluctuations are apt to be rather
wide. But the rate calculated in the way indicated must be regarded
as the new parity between the currencies. This parity may be called
the purchasing power par/ty, as it is determined by the quotients of
the purchasing powers of the different currencies. 2

Howard Ellis, German monetary theory, sgoS-x933,x934,part III. Cf. also
Jacob Wmer, "Die Theorie des a_ Handels," in Die Wirt:cka[#s-
theori¢der Geaenm_,t (Wieser'F_), IV (I9_8), nT-_&

_GustavCas_, "Memorandum_mthe world'smonetaryproblems,"In_-
nationalFinan_ Cmffereme,Brussels,I92o, Docwmcntso! the Co_t_ee,ce,
V, 44-45- (Italics in the orlginal.)

If aand b representtwo com_tries"E representsthe numberof unitsd b's
moneywhichexchanr_s for one unit d a'smoney,P representsthe indexnum-
berd prices,and o and r the braeand fl_e_ :years,respectively,th_ ac-

.T.
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Cassel has expounded the theory primarily in terms of paper
currencies and with special bearing on the effects of currency
inflation on exchange rates. But if true for paper currencies, there
is no apparent reason why it should not apply equally to gold
standard currencies. Since under an international gold standard
the possible range of variation of the exchanges is narrowly
limited by the gold points, it should follow that under such a
standard the possibility of substantial divergence of movement of
price levels, in direction or in degree, in different countries is
correspondingly limited. It would seem further that if substan-
tial relative changes in the purchasing power of two currencies
must gen.erally result in corresponding inverse changes in the
rates at which these currencies exchange for each other, then
under equilibrium conditions metallic standard currencies must
have equal purchasing power in terms of units of identical gold
content, s unless adequate reason can be found for holding that
all the factors other than relative price levels capable of exerting an
enduring influence on the exchanges were already present in the
year arbitrarily chosen as the base year, had already exercised
all of their possible influence on the exchange rates, and would
never disappear or weaken. It is easy to conceive, however, of
changes in cost or demand conditions or both, in one or the other
countries, or both, which so change the relative demands of the
two countries for each other's products in terms of their own as
to bring about an enduring and substantial relative change in their
levels of prices, including the prices of domestic commodities and
services, even under the gold standard. The existence of non-
transportable goods and services in erie country which have no
exact prototype in the other, moreover, makes it difficult to see
not only how there could be any necessity under the gold standard
that the price levels be identical in the two countries, but how
the two price levels could be compared at all with any approach
to precision.

Cassel nevertheless accepts readily the corollaries of his doc-
trine:

Even when both countries under consideration possess a gold stand-

"I_..,mi_ the samesymbolsas in note2, supra:

E! - _ ; E. = .p.
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ard, the rate of exchange between them must correspond to the
purchasing power parity of their currencies. The purchasing power
of each currency has to be regulated so as to correspond to that of
gold; and when this is the case, the purchasing power parity will
stand in the neighborhood of the gold parity of the two currencies.
Only when the purchasing power of a currency is regulated in this
way will it be possible to keep the exchanges of this currency in their
parities with other gold currencies. If this fundamental condition is
not fulfilled, no gold reserve whatever will suffice to guarantee the
par exchange of the currency. Under stable currency conditions and
when no radical alterations in the conditions of international trade
take place, no great or lasting deviation from purchasing power parity
is possibleA

Some writers have held that the purchasing-power parity
theory is invalid if applied to general price levels, but that it
could be made acceptable, and in fact reduced to-the status of a
truism, if it were confined to the price levels of commodities
directly entering into international trade, and if abstraction were
made, as does Cassel, from relative changes in transportation
costs or tariff rates. The following quotation from Heckscher is
representative of this point of view :

The conception that the exchanges represent relative price levels,
or, what is the same thing, that the monetary unit of a count_] has
the same purchasing power both within the country and outside it,
is correct only upon the never existing assumption that all goods and
services can be transferred from one country to another without cost.
In this case, the agreement between the prices of different countries
is even greater than that which is covered by the conception of an
identical purchasing power of the monetary unit; for not only aver-
age price levels but also the price of each partieular commodity or
service will then be the same in both countries, if computed on the
basis of the exchanges. 5

Cassel, however, rejects this view, and insists that the doctrine
will not hold if applied to international commodities alone, since
if the prices of all B's export _es were doubled, all

other prices in B and all prices in A remaining unchanged, the
exchange value of B's currency would fall by much less than

"CaL_d,Poat-_ar _ta, T ,#ab//_, x9_8,1_ 3t--_.
"E. F. H_ (and others), Smmd_,'No_, DcHBrk a_l lcelmut in

the work/war, lqZ3o,p. I51.
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half. Before the exchange could fall to this level, other commodi-
ties hitherto produced only for home consumption could be profit-
ably exported by B, and its imports of A's commodities would
have fallen, and thus a further drop in its exchanges would be
prevented, e

Cassel is right in maintaining that the doctrine need not hold
if applied to the price levels of a variable range of international
commodities. But it need not hold even if applied to a fixed assort-
merit of international commodities. Suppose that there are only
two countries, that no new commodities enter into international
trade, that no commodities already in international trade change
the direction of their flow or disappear from trade, and that there
are no tariffs or freight costs, so that all international commodi-
ties command identical prices in all markets, in terms of the
standard currency when this is uniform and exchange is at par,
or in terms of the currency of either of the countries converted
from the other, when necessary, at the prevailing rate of ex-
change. Even in this case, the doctrine that the exchange rates
will vary in exact inverse proportion with the relative variations
in the index number of prices of international commodities in the
two countries would not only not be a truism, but would not
necessarily or ordinarily be true if, as would be most appropriate,
weighted index numbers were used and the basis for the weight-
ing were, not the relative importance of the commodities in inter- "
national trade (which, with only two countries, would mean
identical weights for both countries) but their relative importance
in the consumption or the total trade, external and internal, of
the respective countries. In fact, it would be possible for the
e_hange rate under these conditions to change even if no change

"Cu.el, TA.o_ of social_o.omy, zg_, _. 66a-63.Cusel proceedsw
a concessionwhichseems to me to involvea surrenderof the one elementin
his theorywhich _fferen_tes it from other theories,_, l_s insistence
OJatthe long,r_ exchangeval_ of a currencydependssolely on the average
level of lu,ieesiu the two countries.He lays: "_owever, the general interml
pancisuk_ power o£tl_ B _ has, of eourse. £allcn,and to that _e_
me mustexpeet a _z_vom_ag _ in therateof _ Over,_md_zx_ve

_ _ p_.aps ta_ l,_c* a _t,,.r _l ia t_ rate _ a co_st_e

_or tlw e_ wz_ of _ B rm,_nO." (Ibid., _ _3. Iudia uot
iu mi_mul.) Uraea _ hu iu n_d onlT a _ _ be is here
e_ImZ_hurtfl_eexclum_ueedm_tmo_e_e_me_ord_r_
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occurred in any price, provided there were changes in the weights
in the two countries, or even if no change occurred in any weight,
provided there were any changes in prices, notwithstanding the
necessity under the conditions assumed that any price changes
should be identical in both countries.

The only necessary relationships between prices in different
countries which the classical theory postulated, or which can be
formulated in general terms, are the international uniformity of
particular prices of commodities actually moving in international
trade when converted into other currencies at the prevailing rates
of exchange, after allowance for transportation costs and tariff
duties, and the necessity of such a relationship between the arrays
of prices in different countries as is consistent with the mainte-
nance of international and internal equilibrium_

The one type of case which would meet the requirement of
exact inversely proportional changes in price levels and in ex-
change rates would be a monetary change in one country, such
as a revaluation of the currency, which would operate to change
all prices and money incomes in that country in equal degree,
while every other element in the situation, in both countries, re-
mained absolutely constant. * Cassel, however, argues for at least
the practical validity of his theory, as appliecl to actual history,
on the ground that it is substantially confirmed by the facts, since
under the gold standard there do not occur even over long periods
wide divergences in the trends of the indices of different coun-
tries, and under fluctuating paper currencies the divergences be-
tween the actual trends of the indices and the lwarchasing-tmwer
parities calculated in accordance with his formula are not great
and tend to disappear. He claims that the disturbances such as
capital flows or tariff changes which operate to prevent l__rchas-
ing-power parity from eqtablishing itself are rarely powerful
enongh, as compared to the influence of the comparative pur-
chasing power of the respective currencies, to result in a wide
di_ from _-_n_r parity and are rnme_er h_y
to he temporary in character. His defense of the theory is euen-

em#ra ratherthan
It is no doubt true that the cmtqmrative _ power of

two paper curremie, in tertm ol all the thinp which are _-
able in their _ countri_ is at least ordinarLly _the most

•CL T. O. Ymema, A wmalemm_a/_ ot tl_ _aiera/_ ot
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important single factor in determining the exchange rate between
the two currencies and must ordinarily be powerful enough to
keep divergences of the exchange rate and purchasing power
parity from reaching such lengths as, say, a rate only 5° per
cent or as much as 2oo per cent of the rate called for by the
purchasing-power parity formula. It is also true that the ex-
change rate, which means approximately the comparative mint
prices of gold, is ordinarily the most important single factor in
determining the price levels of countries on an international gold
standard. But the divergences between actual exchange rates and
those required by the purchasing-power parity formula are in
fact frequently substantial, and the "disturbances" from which
such divergences result need not by any means be temporary in
character, so that a longer period would lessen the divergence,
but may in fact be progressive in character through time. Nor
can these divergences be satisfactorily explained by defects in the
available index numbers. On the contrary, the indices ordinarily
used are unweighted wholesale price indices, and these are notori-
ously heavily loaded with the staple commodities of international
commerce, whose prices are most likely to have uniform trends in
different countries. Examination of such few indices as are con-

structed on a broad enough basis to give some representation to
domestic commodities and ser_i_ indicates, what is to be ex-
pected, that the more comprehensive the index the wider tends
to be the divergem-e of the actual exchange rate from the
purchasing-power parity rate. Use of weighted indices also ordi-
narily results in a widening of the indicated deviation of the
exchanges from the purchasing-power parity rate.

Cassel's theory purports to be not merely a statement of rela-
between quantities, but also an explanation of the order of

causation, with exchange rates being determined by relative price
levels, rather than vice versa. Under an international metallic
standard in the long ran, for any one country, and especially if
it is a small country, its price level will be determined for it
largely by factors external to it and impinging upon it through
specie movements, s Under paper standards not substantially
pegged to gold, whether de _wre or de facto, it is impossible to
formulate the issue intelligently without reference to the princi-

"_. Rol_ Adamson,_ome _om oa th_ theoryof mo_," T_
actims.tof _ Mmwhe_er Stati,,"JicMSociety. 1885,p. 58:

• .. I ¢ttmmt read the literatured this subject withom seeming to feel
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ples on which the quantity of money in each country is regulated,
and if, as is, however, rarely the case, there is no clear governing
principle, and the play of circumstances, such as the state of the
national budget, pressure from business, or more or less arbitrary
or traditional discount policies, are allowed to be the determining
factors, there will be mutual influence of prices on exchange
rates and of exchange rates on prices, with no satisfactory way
of apportioning to each set of influences its share of responsi-
bility for the actually resultant situation.

Cassel has defended his failure to give attention to the factors
which even in the long ran can operate to create divergence
between the actual exchange rate and the purchasing-power parity
rate on the ground that his theory threw the emphasis on what
was during the war and post-war period of extreme inflation
overwhelmingly the most important factor in determining ex-
change rates, namely, currency inflation. Under such circum-
stances, the proper procedure for the economist apparently is to
forget about the minor factors:

The art of economic theory to a great extent consists in the ability
to judge which of a number of different factors cooperating in a
certain movement ought to be regarded as the most important and
essential one. Obviously in such cases we must choose a factor of
permanent character, a factor which must always be at work. Other
factors which are only of a temporary character and may be expected
to disappear, or at any rate can be theoretically assumed to be absent,
must for that reason alone be put in a subordinate position, s

that in the ordinaryexplanationsof pricesby referenceto fluctuationsin
the quantityof money,and of circulation,etc., are not only curkamre-
versalsof thetrue theory,butpracticaldangers.They concentrateattention
on the secondaryfactor, assign all importanceto it, and tend towardthe
practicaldoctrinethat remediesare to be soughtin someartificialmanilm-
hfion of the moneysystem.I wouldnot deny [sic] for a momentthat the
moneysystemol a countryiswithoutinfluenceonthecourseof its prices;no
two factscan coexist in mutualdependencewithoutsome reciprocalinflu-
encebeingexercised,bat the _ _ems to me to be seconda.,_yin its
action and relatively _fimmL It eQly acts became, through deeper
lying cames, there is ah-eadya detest_aedrangeof _ The cc_oara-
five e_iency of a c_y as one memberof thegreattradingcommunity
is whatin the long rmadetermfi_ the scaleof pricesin it, and it is to the
variatims ia the _ a_ its efacieacy that we mmt ttwa _r
final_ of the _ whichon the _ apl_earas ¢lumgcs
in am_-pen_mt e_ty, money.

*Cus& Poat._v _ _, _ _ _o_Machlupbu ncem_
expr_,sed_ views in the co_,e of a rev_ of E_'s book:
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No objection can be made to this, if it is to be understood to
mean merely that minor factors should be treated as minor factors.
But if it is presented as justification for the omission of mention
of minor factors, and even for express denial that they are opera-
tive, on the ground that their recognition weakens the persuasive
power of one's argument, then this amounts merely to saying that
bad theory may make good propaganda, and is a debatable proposi-
tion at that. 1°

The purchasing-power parity theorists, of course, overstated their case
of unilateral causation (inflation-prices*exchange rates). But it was neces-
sary to do so at a time when the monetary authorities tried to deny any
responsibility for the depreciation by maintaining that the intense "need"
for imported goods and the misbehavior of wicked speculators were to be
blamed. The concession that, under &slocated currencies, certain shifts in
the relative intensity of the demand for the other countries' goods may
bring about a (_light) change in foreign exchange rates was eatirely out
of place at a time when foreign exchanges were continuously rising to
some fantastic multiple of their original level (J'oswaa/of political #coaomy,
XLIII [z935], 395 Italics mine.)

m Cf. R. G. Hawtrey, Currency wad credit, 3d ed., I928, p. 442:
But to recommend a dogma on account not of its inherent validity but of

its good practical consequences is dangerous. When people discover its
theoretical weaknesses they may not only reject the dogma, but neglect the
practical consequences.



Chapter VII

THE INTERNATIONAL MECHAN'ISM IN RELA-

TION TO MODERN BANKING PROCESSES

... many _riters have perplexed themselves and their readers by
founding theories on excepttonal circumstances. Others have been led

a.ctray by atatistic_---the characteristic ]orm of modern research ....
--G. Arlmthaot, "Sir Robert Peel's Act of x844 . . . vindicated," x857,
p. vii.

I. AUTOMATIC VS. MANAGED CURRENCIES

The assumption of a simple specie currency followed in the
preceding chapter made it possible to deal with the international
mechanism as an "automatic" mechanism, if by "automatic" is
meant freedom from discretionary regulation or management.
But if there are non-specie elements in the currency, and if the
ratio of the non-specie to the specie elements is variable and sub-
ject to the discretionary control of a central authority, there
result differences of some importance in the short-rim mode of
operation of the mechanism ,rom the manner in which it would
operate under a simple specie currency. Althcmgh most present-
day writers seem to believe either that the non-automatic char-

acter of the modem gold standard is a discovery of the post-war
period or that it was only in the post-war period that the gold
standard lost its automatic-character, currency controversy during
the entire nineteenth century concerned itself largely with the
problems resulting from the discretionary or ram,_ernent ele-
ments in the prevailing currency s_a_ms. The bullion controversy
at the beginning of the nineteenth century turned largely on the
difference in the mode of operation in the _ mecha-
nism of a managed paper standard currency, on the one hand,
and of a convertible paper currency, on the other, with the latter
treated generally, hut not universally, as if it were automatic.
Later, the adtm'eats of both the curm_ and the banking schools

see
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distinguished carefully between the way in which a supposedly
automatic "purely metallic" currency (which, in addition to specie,
included bank deposits but not bank notes) would operate and
the way in which the Bank of England was actually operating a
"mixed" currency (which, in addition to specie and bank de-
posits, included hank notes). Both schools were hostile to dis-
cretionary management. The currency school thought that the
currencycould be made nearly automaticagain merely by limiting
the issue of bank notes uncovered by specie. The banking school
held that there was no acceptable way of escape from the dis-
cretiona_, power of the Bank of England over the volume of
deposits, although the "banking principle," according to which
the issue of means of payment could not be carried appreciably
beyond the needs of business under convertibility, set narrow
limits to this discretionary power. Later discussion centered
largely about the rules which the Bank of England should follow
in using the discount rate and its other instruments of control to
regulate the currency.

Even the terms "automatic," "stir-acting," "managed," "dis-
cretionary," or their equivalents, as applied to currency systems
are of long _anding, as the following sample quotations from
the literature of the currency school-banking school controversy
show:

In the case of a [convertible]paper currencyan attempt is made
from comiderationsof convenienceandeconomyto substitutepaper
notes in the place of metalliccoins. In making this exchange we
adopt a circulatingmediumwhich has no intrinsic value, and we
thereforelose that self-acting_'urity which we had with a metallic
circulation,for the due re__*_ of its amountand the maintenance
of its value. It therefore becomes _ry that we should resort
to some artificialsystem or rule, which shall secure with respect to
a Imlmxcurrencythat _ of its amount which in a metallic
cm_, _ remtts fr_n __c value,t

... fttmthem_-nt t_t wee_oy (_ti_ _o_e atan,ami
speak M gold '_ywit_' and _llncttmfit_r"as if it were water, or
u_ as if it were blood,no metaphorseems so significant,or
to app_ _ _*y to d,e _ of the notion of the preciousmetals
a. the,_ "a_ztic." Tlmwr_'dindicatesan _ whlch
isn__ byany_ exerciseof ane*.=:_-
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but one proceeding from, and "attaching to, the functional, intrinsic
and uncontrollable energies of the organ, or thing, which acts. The
thing which acts in this case is the universal appetite of the human
mind, and the effects produced on gold make it seem to he animated
by that appetite, and to seek its end in active obedience to it.... I
conclude therefore thus far that the idea of a safe paper currency is
incompatible with the idea of any thing savoring of control, guidance,
discretion, or government, and that it is a principle essential to a
safe paper currency that the issue and resorption of it should he
purely automatic, a

There are some who object in limine to all "regulation of the
currency," as it is teemed, hut such objection is founded in error;
because currency being legal tender it . . . is the creature of law or
"regulation"; wherefore to withdraw "regulation" altogether would
be to cease to have legal tender; an impracticable alternative ....

But regulation is of two kinds, viz., discretionary, and self-acting.
Thus, cat the one hand, the Bank of England both possesses and
exercises the power of regulating the currency at its discretion, by
altering its rate of disconm.... Whilst, on the other hand, self-
acting regulation is afforded by the exportation of gold at one time
in relief of excess, and its importation at another, in relief of in-
_, s_'i operations being undertaken upon ordinary mer-
cant_ prindp_; the trader _v_ sett_ his own ptof_ and not
_ ifimself in the least about the _ of
wlmtcver,a

If a currency system cmtld be imagined trader which the specie
m of the banking srazm as a whale weaz always main-
mined w;i]mm central bank regulatimt at a ctmstant ratio to its
dmmad_bmatstothep_c,am-ewo_ teo.tyoaesic-
nifamnt d:_fferem_ I_ such a curret_ and a siml_ specie
curremy as far as the internatio_ mtchaniml was emmetmd.
Whereas makr a _ spede currency _ in the q,_-
atyof st_cie_ resuain_eq_r_ Uoth
and rdatively, in the_ of nmms of 1my--mint,under a faxtd
frm:timmi reserve currency flucttmtkms in tim qummity of specie
wouldrmu_in equi_ trot_ grem_t_ma-
tions in the mnount of meam of payment. The absolute amount
of spe_ nmvetmm _ for adjuaamt of thc _ of

• Jam Wetdm.dCm,t_ LeUtn... m air _ dm _r areainfa-
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paymentsto a disturbanceof a given monetary size would be less
under a fractional reserve currency than under a simple specie
currency.

Under both types of currency the international mechanism
would be "automatic" in the sense that its mode of operation
would not be influenced by the discretionary management of a
central authority, but would be the result of the voluntary re-
spouses of a host of individuals to changes in prices, interest
rates, money incomes, money costs, and so forth. Under both
types of currency, therefore, it would be possible to formulate a
fairly precise description of the mechanism of international ad-
justment on the basis either of assumptions as to the nature of
rational individualistic behavior under the circumstances specified
or of the assumption of persistence in the future of such patterns
of behavior, whether rational or not, as had been found upon
investigation to have prevailed in the past.

Where the ratio of the amount of the .currencyto the amount
of specie is subject to the discretion of a central authority, how-
ever, the internationalmechanism becomessubject to the influence
of the decisions or activities of this authority and thus loses some
at _le_ of its automatic character. If the controlling agency were
operating on the basis of a clearly formulated and simple policy
or rule of action, which was made known to the public, it would
be possible to describe the international mechanism as it would

under such policy. But central banks do not ordinarily
their policy to the public, and the evidence seems to

point str_gly to a _;,_tlon on the part of central bankers
as a class to accept as their guide the simple formulae which are
urged upon them by economists and others, or to Iollow simple
rules of their own in_m_on. All central banks fred tl_mselves
at times f_-i_ _ which _ to demand a choice be-
twem emfllkting objectives, long-run versus short-rtm, internal

ve_m _ m_bility, the indicated_ of the
n_l_ _rms fl_ir mm _ or reser_ positi_ a_l so forth,
a_l tl_y seem _ m prefer _ su_ _icms ad_c

than in _ wlga the dictatm of some simple
fommlL Wllm_,er_ I_themerits04 thisattitude,itresults
in _ iR _ by emtr_ Im_ wi_ich fidls to reveal to
t_ zlikr _ ml-defmed _ _m _ _ be based
_ _ m flmir f_,_rc _.._ _c_tt the
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nature of the international mechanism in so far as it is subject
to influence by the operations of central banks cannot therefore
be forthright and categorical, but must resort to analysis of the
consequences for the mechanism in different types of situations
of the particularchoices which cen_ bankers may conceivably
make among the various species of action--or inaction-avail-
able to them in such situations. But whatever central banks do or
refrain from doing, and for whatever reasons or absence of rea-
son, their mere existence with discretionary power to act suffices
to give some phases of the _nternatioual m_b_nism, and espe-
cially the specie-movementphase, a '_aanaged" and variable and
largely unpredictable relationship to the other phases of the
m_.

If there is no central tmlk or its equivalent, and if there are
a large number of genuinely independent banffs with power to
issue bank money, whether in the form of demand deposits or of
notes, and with their specie reserves left completely or substan-
tially free from statutory regulation, the specie-movement phase
of the international mechanismcan still be regardedas automatic
if the average specie reserve ratio of the banking system as a
whole is at any moment determined by the aggregate effect of
the autonomous decisions of a large number of individuals or
firms. The ratio under such cir_ces of the total amount of
means of payment to the amount of specie will be a variableone,
but there will be some elements of regularity in this variability,
discoverable by historical investigation if not by a prio_ cogita-
tion alone. But this does not seem to be a common situation. In
the absence of a central bank, as in the United States before the
establishmentof the Federal Reserve system or in Canadabefo_
i935, either the great bulk of the banking business was in the
hands of a small number of large banks necessarily following,
because of their size and fewness, an essentially uniform course
with respect to reserve ratios, or a few of the la_,est banks
oFerat_ as r_:_ount ag_ for the _ am_l banks and the
latter a_ered dos_ to a cus_ or legal mi,_ cash
reserve ratio, leavi_ to a few h_ge tm_ the c_f _-
b_ for the malntemuge of adequate national specie reserves.
From the polnt ot _.w of the _ _ itchy
no _ _ear tht _ a s_zm c_ed _ _ _
_roma system _ u,_h_r_ eem_ _ e_-



International Meeham'wn-Modern Banking Processes 393

trol, or that what differences did exist were uniformly such as to
point to the desirability of formal central control as it has been
exercised in the past. In any case, there is ordinarily under both
systems some measure of more or less centralized and discretion-
ary control over the amount of means of payment and its ratio
to the amount of specie, and the mode of operation of this control
is under both systems unlikely to follow any simple pattern.

Under an international metallic standard, there are various
possible objectives of the central bank. (I) It may be the policy
of the bank to enforce adherence of the banking system to a fixed
minimum (and possibly also maximum) specie reserve ratio.
(2) Or its objective may be to minimize the amount of its own
non-income-earning specie reserves while maintaining at all times
unquestioned convertibility of its demand liabilities. This objec-
tive calls for frequent and prompt central bank intervention to
check inward or outward specie movements, with a general tend-
ency to force close correspondence in timing and direction between
the fluctuations in the national stock of means of payment and
the fluctuations in the foreign exchanges. It see.ms to have been a
dominant element in the policy of the Bank of England during
the nineteenth century. (3) Another possible objective may be to
minimize the frequency of central bank intervention, and to con-
fine intervention to those occasions when price or other rigidities
or the prevalence of distrust result in a dangerons depletion of
reserves or in an acearmulation of excess reserves to an extent

burdensome to the central bank or dangerous to the position of
foreign central banks. The Banque de France appears to have
followed this objective with substantial constancy during the
latter half of the nineteenth century. It operates to reduce the
significance of the central bank, whose powers are used to support
the automatic processes only to protect itself from danger and
to counteract the automatic processes only to protect its profits or
to protect other central banks from danger. (4) Finally, another
possible objective is to exploit the possibilities of internal stabili_-
tion, whefl_r of prices, or of amount of means of payment, or of
physical volume of lmshu_ activity, tbxough eontroI of the quan-
tity of means of payment within the limits set by adherence to an
i_ monetary standard. Under such a policy the automatic
forces would be left alone or reinforced when they were operating
ina _iziug dL,_fion, but would be counteracted when they were
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Central bank operations

Central bank

objective Gold outflow Gold inflow
(Primary contraction) (Primary expansion)

(I) Fixed re.rye Secondary contraction Secondary expansion
ratio

(2) Minimum Secondary expansion while Secondary expansion to
reserves excess reserves persist; sec- check accumulation of ex-

onclary contraction when cess reserves
reserves are below min-,
imum

(3) Minimum Secondary contraction when Secondary expansion when
intervention reserves approach safety needed to protect foreign

minimum central banks
(4) Statfilization Secondary expansion if unde- Secondary contraction if un-

sired deflathm under way desiredinflationunderway
or "reflatlon" desired; sec- or deflation desired; sec-
ondary contraction if tin- ondary expansion if unde-
desired inflation under way sh_cl deflation under way
or deflation desired or"reflation" desired

bullion from industrial to monetary use. The amount of non-
specie currency (assuming foreign issues are not generally ac-
cepted) can increase through increased issue of paper money by
the government to meet current expenditures or to redeem debt
obligations, or through an increase by the banking system as a
whole of its note and/or deposit liabilities to the outside public
by the grant of loans, purchase of securities, or payment of its
own operating losses or unearned dividends in "bank money."
Changes in the amount of means of payment will be here dis-
tinguished as "'primary"or "secondary" according as they result
from changes in the amount of specie or from changes in the
amount of uncovered non-specie currency, and an attempt will be
made to demonstrate that examination of the international mech-
auism with the aid of this distinction serves both to expose some
currentmi_merpretations of the doctrines of the older writers and
to bring out more clearly the nature of the banking aspects of
the _;sm under modern omdition_ To simplify the exposi-
tioo, tile following assmnptions, involving only minor quantita-
tive delmrttmesfrom the actually prevaRi_ conditions under the
gold _dard, will be made: (x) that changes in the amount of
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specie result only from international movements of specie or
bullion; (2) that bullion or specie is never borrowed or lent inter-
nationally by banks on their ozvn account; and (3) that non-
specie currency, including both notes and deposits, is issued only
by banks and only as loans, in the purchase of securities, or in
the exchange of one form for another form of currency. Further
to simplify the exposition, it will be assumed that all actual specie
is in bank reserves and that there is no non-monetary use of gold.

Given these assumptions, primary expansion or contraction of
the means of payment can result only from, and must be equal to,
the inflow or outflow of specie from or to the outside world.
Let us suppose that as the result of increased commodity exports
an inflow of specie occurs, and that the owners of such specie
exchange it at the banks for either bank notes or bank deposits.
This constitutes a primary expansion of the currency. If the banks
increase their loans and inve_iJnents_whether or not because of

the increase in their specie reserves is immaterial--a further in-
crease in bank money occurs which constitutes a secondary expan-
sion. If for any reason the banks should reduce the amount of
their loans and investments while their specie holdings were in-
creasing, the primary expansion would be at least in part offset,
and could conceivably be more than offset, by a simultaneous
secondary contraction, so that the net expansion, if any, of the
currency would be smaller than the primary expansion.

In tracing the developm_t of doctrine with relation to the
respective roles in the international mec_tnism of what are here
designated as primary and secondary fluctuations of the currency,
it is important to take note of the assumptions of the writers as
to the kinds of means of payment comprised in the currency sys-
tem. In the earliest expositions of the international mechanism,
such as those of Hume an_ his predecessors, the analysis was as
a rule carried on in terms of a simple specie currency, where
there could be only primary expansion or contraction, and analy-
sis in these terms continued to be common, both among the
writers of the _ period and to the present day, when the
objective was a simple and concise formulation with emphasis
on other than the banking aspects of them_ The further
back in time we go, therefore, the greater the stress on primary
fluctuation_withsecondaryfluctuationsoftenleft¢mnpletelyun-
men'aoned.Systema_ aaal_ of the _ _
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in terms of the role of fluctuations in the non-specie as well as in
the specie dements of the currency began only* with the bullion-
ists, including Rieardo. The bullionists commonly, though not
universally, failed to give attention to deposits as a part of the
national stock of means of payment, but their discussion of the
mechanism under a metallic standard was expounded in terms of
a predominantly paper circulation, with fractional specie reserves
generally assumed to be maintained at a constant ratio of the
total circulation. The bullionists therefore held that under a
metallic standard specie movements would be accompanied by
absolutely greater fluctuations in the amount of the total (specie
and note), circulation, i.e., that, in the terminology here used,
both primary and secondary fluctuations in the currency, in the
same direction, were a part of the international mechanism. Later,
the currency school held that: (x) in the absence of statutory
regulation the relation between the short-run fluctuations in the
total (specie and note) circulation and the fluctuations in specie
was a variable one as to both direction and degree and subject
to the caprice of the Bank of England; (z) the proper relation-
ship was one in which the fluctuations in total (specie and note)
circulation would be in the same direction as and absolutely equal
to the fluctuations in the national stock of specie, i.e., there should
be no secondary expansion or contraction through the medium
of note issue; and (3) this rule would be violated if the Bank
allowed an external drain of gold to operate, in part or in whole,
on the amount of its deposit liabilities instead of on the amount
of its note circulation. The currency school thus called for the
same relationship between fluctuations in total note circulation,
on the one hand, and fluctuations in specie reserves, on the other,
which the Palmer rule required for fluctuations in total note
and deposit circulation, on the one hand, and fluctuations in specie
reserves, on the other hand. Since ordinarily, in case of an out-
flow of specie, if the Bank remained passive the primary contrac-
tion would be divided between the note circulation and the de-
posits, the currency school, and the Bank Act of 1844, in effect
insisted upon a procedure which would require the Bank to sup-
port primary contraction by additional secondary contraction,
whereas the l_._mer rulecalled only for primary contraction. The

t CL,ho_, IsaacGa'wdse'streatmentof _credlt,"in t_,ao,m,pm, p. St.
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banking school, on the other hand, held that it was possible for
the Bank, without violating the currency principle or the Bank
Act of 1844, to offset a primary contraction through the note
issue by a secondary expansion through the deposits, so that the
total stock of means of payment could stY!fluctuate differently in
degree, and even in direction, from the total stock of specie, a
position theoretically valid if the contention of the banking school
be granted that the proportions of payments by notes and pay-
merits by checks could be freely varied by the banking system or
by the public to counteract the restrictions on the amount of
note issue.

Some recent writers have interpreted the classical doctrine as
wholly overlooking what is here designated as primary fluctua-
tions and as assigning to secondary fluctuations alone a direct role
in the international mechanism. This interpretation appears to
rest on the notion that the older writers regarded specie flows
into or out of the reserves of the banks as having no effect on
the total circulating medium except as, by affecting the reserve
status of the banks, they induced the banks to expand or contract
their loans, or, in other words, to engage in secondary expansion
or contraction, tn fact, however, the writers of the first half of
the nineteenth century tended, as has been argued above, to over-
emphasize the role of primary fluctuations in the mechanism and
to ignore or minimize the role of supporting secondary expansion
or contraction, and, except in the case of the banking school, this
was especially true for secondaryfluctuations which took the form
of fluctuations in the amount of deposits. That writers of the
period _e_tieitly r_cogmizedthat flows of specie iato or out of the
banks mnstitmed ¢Erreetchanses in the amotmt of the national
stock ,of means ,of _ymmt _hen the banks acquired specie
through the surrenderof ,_es or deposi_ _ _-_alered specie
in exchange _or _ or checks oal deposits, the tolknsing cita-
tions shauld suffu_ to _:

If, dawiag _ae l_rewalem_of lm _ _ca_t_ _, the
balan_s I[_f Lca6_ baakers with the Bank of F-aclm_l are _-
d_ed __ _ _,_ the _mt _ by
ia go_ for_.-_7_._r_m._m--mles, eie_ themselvesexport
Chegold _m their em a_omm, which setdmaer ae_r l_as--_
_h,,_m due to fi_eir_oas _/te_ aa_l _ the qma-
tity d rummy/m1he _ h m _ t,ejmal as if the
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outstanding notes of the Bank were reduced by the redemption of
securities in its possession, and the bankers' deposits at the Bank
to remain unaltered.

On the other hand, during the prevalence of a favorable foreign
exchange, and the consequent influx of gold from abroad, whether
the imported gold is held by the bankers, or placed by them in
deposit at the Bank, the quantity of money in the metropolis is as
effectually increased as it would be if the Bank of England were to
give notes in exchange for the gold._

• . . let us assume . . . that the bank, while holding £1,ooo,ooo in
coin, discounts bills and opens cash credits to the amount of
£z,ooo, ooo. Now it is evident that in this case the I,ooo,ooo sover-
eigns deposited with the bank perform a double function. They con-
stitute a money-in-hand power of purchasing, as regards the original
depositors, who may draw them out on demand [i.e., primary expan-
sion], and they form the basis of the credit-power of purchasing,
which the holding of them enables the banker to extend to the cus-
tomers to whom he grants discounts and cash credits [i.e., secondary
expansion] .8

[In case of a crop failure] the first import of provisions would
very probably be paid for in bullion. I will assume that it is paid
for at once, to the extent of £4,ooo,ooo; the effect of that is, that
£4,ooo,ooo of notes are canceled; the money of this country is
diminished £4,ooo,ooo in amount.4

In the earlier literature on the international mechanism there

is one element of doctrine which does appear to give some sem-
blance of validity to the interpretation of the classical school
doctrines as ignoring the primary phase of the fluctuations in the
currency resulting from specie movements, namely, the "hoards"
doctrine of Fullarton, Tooke, and their followers, including, with
qualifications, John Stuart Mill. These writers held that gold
drains ordinarily come out of the hoards, consisting mainly of
banking reserves, rather than out of the active coin or note
circulation, and that the specie may be more largely withdrawn
through checks on deposits than by presentation of notes for
conversion into gold. It is by no _s clear, however, that by

*JamesPenningto,hin a letter publishedin Tooke,A History of Prices, II
(_), _-_.

"Torrem,Rep/y to :/w obiect/o_ of _ Wtstmb_er rtt,i¢_, t844,p. x2.
"_ ¢olde_e, g_ by Lord Otwrstoae,before the Select Committee. . .

o! xS_, i8_ _ 1St.
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their hoards doctrine these writers intended to deny that specie
movements ordinarily involved corresponding primary fluctua-
tions in notes and deposits combined. J. S. Mill did, at one point,
state that if the Bank of England kept adequate specie reserves
a temporary gold drain could be met from these reserves without
involving a "contraction either of credit or of the circulation. ''u
But as I understand the context, what Mill had in mind was that
if the Bank had adequate reserves it "would be in a position to
permit gold t_ go out by way of its deposits without either a
reduction in its note circulation or a reduction in its "credit" or

the amount of its loans and investments, i.e., that while a gold
outflow would under these circumstances involve a primary con-
traction of the deposits it would not be necessary to make it result
also in a secondary contraction of the notes or deposits. Fullarton
also does not seem to have intended to deny that an inflow of
gold into the Bank's reserves would constitute, or involve, a
corresponding primary expansion of the circulation; G what he
claimed was that this primary expansion would, or might, soon
thereafter be offset by a counter secondary contraction. 7

It was the later rather than the earlier, or classical, writers who
tended to neglect the'primary fluctuation phase. The growth of
deposit banking in England resulted in a rapid growth of the
ratio of bank money to specie, and in the latter half of the nine-
teenth century the total specie reserves appear always to have
constituted less than five per cent of the total note and deposit
liabilities to the public of the English banking system. Under
these circumstances the primary effects of specie movements on
the amount of the national stock of means of payment, unless
they were of highly abnormal magnitude, could not be an impor-
tant factor in maintaining international equilibrium, and it
would be the supporting gecondary expansion or contraction of

s Priaciples, Ashleyed., p. 67o.
° Cf. On the rraulationo! currencies,_ o_. x84S,p. 78: "forevery ounce

of gold receivedintothe Bankof F_.ngland,a correspondingweightin coin, or
an equivalentin bank-_'_s [or in deposits?],is issuedto the l._ic."

•tCL ibid., p. 79: "The Bank meanwhile_ have its notes _ in fast,
in paymentof the billsof exchangel_,eviomlyin its hands,as they successively
becomedue,while there will be no vent for its notes in fresh discoants; and
the res_ahof the whole rail be, that, at the cad 1_ha_ _ a week, the Bank
will finditsd_ with a nil.lon moreofc_ in its coffers,anda mO.li_ less of
amalti_" (Le., the prinm.yexpmmlcnof _oo_oo v,,ould,a_ter a _ be
offsetby a _ ¢ontractio_ox¢._lt,ooo,_o.)
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means of payment which would bear the main responsibility for
keeping or restoring an even balance of payments. There resulted
from these conditions a natural tendency for writers to pass over
lightly or even wholly to ignore the primary effects of specie
movements on the size of the national stock of means of pay-
merit, and to lay sole or main emphasis upon the secondary expan-
sion or contraction induced by changes in the specie reserve
position of the banking system.

The following passage from Sidgwick presents an early and
unusually clear instance of total omission of--and therefore at
least an implied denial of the operation of_the primary effects
of specie movements :s

An increased supply of gold . . . tends ultimately to lower the
purchasing power of money relatively to commodities generally; but,
in the first stage of the process that leads to this result, the incre-
ment of coirv--or in England of notes representing the new gold in
the issue department of the Bank--must pass through the hands of
bankers,* and so increase the amount of the medium of exchange
that they have to lend. Hence the price paid for the use of money
will tend to fall, and this fall to cause increased borrowing, and
consequent extended use of the medium of exchange; and then
through the resulting rise in prices generally, the greater part of the
new coin or bank-notes will gradually pass into ordinary circulation.
Thus the fall in the purchasing power of money, consequent on an
influx of gold, will normally establish itself through an antecedent
and connected fall in the value of the me of money.

In most modem expositions of the international mechanism,
both English and American, the primary effects of specie move-
merits are similarly left unmentioned, or by implication denied.

"HemT SickS.k, _ pri_iplt, of political ,coao,_, tst _t, M3, p. _S.
The _ passageappearsunchanstd in th¢ later editions.

'Amdl eorameatson this passage: "No lm_alar proof is offered to show
this is meelmlrily so. What we thotlld _ call the 'direct' effects of

of ,toldare ratherpassedby; tim it, theeffect, groceed_ from out-
la.vsby thegold importersthetmdve,, other thu throushthe mediationof the
bu_" (T_ory of _-,_a_ _t, t_ _$, note.) This seemsto be recoS-
aitloa d tl_ t_don by Sidoridt of what I call the "primaryexi_mdon"

tithe me_ But Anedl _ on the _ as a whole,
atz_tmly with rofermceto $i_s _ of the rote of inter_ rate
tltammtiomin th¢ natdmaim_,that "it is at ome aptmrtat.., that _e have

mm_l-_i_ oit* new in Fat#i_ theorr." (lb/d., g trY) As has !_
flwtm_ _, r_ of the _ert _ by imett.t rate flmtm-
tim was _ dttrinsthe _ _m_,_,_,-_ e_rtier in the cmtntT.
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Explicit denial of the role of primary fluctuations, however, ap-
pears to be about as rare as explicit recognition of their role.
Laughlin expressly denied that specie flowing into bank reserves
would operate to raise prices if it did not result in increased bank
loans, 1° and Whitaker agreed with him on this point, but claimed
that the inflow of specie ¢eould result in an increase in bank
loans, xl Marshall, on the other hand, apparently alone among

modern writers until very recently, mentioned specifically both
the primary fluctuation and the secondary fluctuation of the
mechanism. He pointed out that while for England with its low
ratio of specie to bank money the primary phase was unimpor-
tant, this might not be true for other countries where the actu-
ally circulating medium still consisted in large part of specie:

England is, in my opinion, but I speakwith great diffidence, a
specially bad example for India to follow in matters of currency.
For, first, currency is but a small part of the means of payment used
in England; and under most, though not all, conditions, bank money
is the main means of payment; and that is elastic. Secondly, an
imperative demand for increased currency is rare in England; and,
when it does occur, it is on a very small scale relatively to England's
total business and resources. The importation of the amount of ten
millions of sovereigns makes an enormous difference in Lombard
Street, but it is a mere nothing relatively to England's total business.
Whereas, if the same difficulty arises in a country in which the main
payments have to he made with currency itself, you want an importa-
tion of currency, or an increase of currency, standing in some mod-
erately high relation to the total business of the country .... t2

The following passage from Henry Seager seems to indicate
recognition by him of both primary and secondary phases of the
gold-flow mechanism :

Suppose . . . that the impgrtation of gold has been induced by
the low prices at which commodities are being sold in the importing
country. Such importation will before long itself cause prices to
rise, there being more money to serve as a medium of exchange than

-$. k La_d_ Pr_ipt_ of _. rgo_ p. 387.
"K C Whitaker, "The _ theory of trold _," O_rway

i_ of,c_.,_t,XVIII (i_). _iff.
mAltred _l, "E_ I_for, the _ Cm'rem7 Committee"[z8991,

in O_ #_,_"*' by Atf,_ M_, t_at_ _b. ("C._-,_ _' is to

p. 2s9.
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before, while the withdrawal of gold from other countries will in
time cause their prices to fall. These results will follow the more
promptly because ordinarily the new gold will find its way into bank
reserves and will add to the use of credit as a medium of exchange
much more largely than -it adds to the country's supply of standard
money. In the same way its exportation will serve ordinarily to de-
plete bank reserves and to cause a contraction of credit that will
lessen the supply of media of exchange by much more than the
amount of gold lost.xs

III. SHORT-TERM LOANS IN THE INTERNATIONALMECHANISM

International short-term lending takes many forms; interbank
credits, transfers of deposits, purchase of foreign bills of ex-
change, purchase of foreign treasury bills, commercial credits,
purchase of long-term securities in a foreign market with the ex-
pectation of their early resale abroad, etc. Whatever form it
takes, the international movement of short-term funds derives its
importance for the mechanism of adjustment of international
balances from the fact that these funds are highly mobile and
in the absence of financial or political disturbance respond
quickly, especially as between well-developed money markets, to
even moderate relative fluct_aations in interest rates. Since out-

ward drains of gold ordinarily tend to result in rising rates of
interest or at least to occur under circumstances which cause a

rising rate of interest to be associated with them, and since in-
flows of gold are ordinarily similarly associated with falling rates
of interest, the short-term funds and the specie are likely to move
in opposite directions. Such movements of short-term funds in a
reverse direction from the actual or incipient movement of specie
are helpful to the international mechanism of adjustment in two
main ways.

To take first the less important type of ease, the balance of
immediate obligations of any country is likely to be undergoing
constant fluctuation and to be repeatedly shifting from a debit to
a credit sta._s. The most marked instances of such fluctuations in

the balance of h-rmmdiate obligations are to be fotmd in countries
whose export and import trade have marked and divergent sea-
sonal patterns. If such countri*_s did not resort to international

mp_w_es of _camom_, xgz3,p. 3"Bx
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short-term credit operations, specie would repeatedly have to be
exported in substantial quantities to liquidate a debit balance,
only to return soon thereafter upon the development of a credit
balance. If such countries have well-developed money markets,
such credit operations will take place through the .initiative of
individual banks or traders, in response to the seasonal relative
shifts in interest rates at home and abroad. These operations
will be further stimulated, moreover, by seasonal fluctuations in
exchange rates resulting from the seasonal fluctuations in the
trade balance. This goes counter to the doctrine sometimes ex-
pounded that the cost of shipping gold, or the deviation of the
exchanges from the mint par, acts as a deterrent to the move-
ment of short-term funds in response to small differentials in
interest rates. 1 This doctrine overlooks the fact that the move-

ments of short-term funds and of gold are frequently, and perhaps
in the majority of eases, in opposite directions rather than in
the same direction, and that when the former is the case the turn
of the exchanges which is to be anticipated is a stimulus rather
than a deterrent to short-term movements of funds. An individual

in a country whose currency is above par in the exchange market
who lends in terms of the foreign currency to a country whose
currency is below par stands to profit not only from whatever
interest differential he can obtain but also from the gain on the
turn of the exchanges which may be expected to occur, and for
which he can wait before recalling his funds? When the move-
merit of short-term funds is in the opposite direction from the
actual or incipient movement of gold, it operates to reduce the
extent of the gold movement to a corresponding degree.

Secondly, a major disturbance of international equilibrium re-
quiring for its complete adjustment a more or less endur:mg con-
traction of means of payment and deflation of prices in some
country may come so sud_lerdy, or may have been so long neg-
lected by the banking authorities of that country, that if short-

I C[.,e.g., G. J. Go_, The theory of the fovei_ exclude#, x_Sz,pp.
•a9-3o,andR.G.Hawtrey,Theartofce_ral l:_u_ing,1932,[_x4_.
"Ifthegainwhichcanbeanticipatedonthetm'aoftheexchanses

thelossontheinterestdifferential,itwillpayeventotranslerfimdsfromthe
hi_ tothelowintere_ratemarket.The amountofdifferentialinineerest
ratesnecess_ to moved_ort-term,_ intheu_aedbect_masthetold
moveme_ will be greaterthan the amceat of diK_rentiatin interest rates
aecemry to mo_ them in the _ directiea h_m the t,eld movement.



International Meehaniwn--Modern Banking Processes 405

term loans could not be made abroad a large amount of gold
would have to be exported at once and bank credit contracted
suddenly and sharply, with the danger that a major crisis would
result. By resort to borrowing on short-terra.abroad, the neces-
sary drain of gold can be spread over a longer period and even
reduced in its total amount, and bank credit can be more gently
and gradual!y contracted, thus avoiding or moderating the in-
ternal crisis.

This cushioning effect of short-term loans is especially impor-
tant for long-term capital-exporting countries, where the flotation
of foreign issues is likely to be irregularly spaced. Suppose, for
instance, that country A floats the first of a series of great long-
term loans in country B, whose balance of payments had pre-
viously been in approximate equilibrium. Even if the flotation
of the loan were followed immediately by a substantial transfer
of specie from B to A, and by supporting secondary expan-
sion of means of payment in A and secondary contraction of
means of payment in B, it would still ordinarily take some time
before the demands for and the prices of commodities in the two
countries would shift sufficiently to effect a transfer of the re-
mainder of the loan in the form of commodities. In the meantime

there would have been a heavy and unnecessarily large specie
movement, an excessive credit expansion in the borrowing coun-
try, and an even more disturbing credit deflation in the lending
country. But if the short-term money markets of the two countries
are flexible and responsive to differentials in money rates, there
will be a rise in short-term interest rates in B and a fall in A
which will induce A to lend B on short term some of the funds

it has borrowed from B on long term. The adverse balance of
immediate obligations of B to A will thus be lessened; the flow
of specie from B to A will be reduced; and the long-term loan
wiB obtain transfer in the form of commodities more smoothly
and with less disttlrbance to the economies of the two countries,
even if more slowly.

The role of short-term capital movemamts as an equilibrating
factor is limited, however, by the imperfect international mobility
of such funds. While, in the _amce of "fear movements," the

international movement of short-term lands tends to bring about
¢qlmlity of short-term interest rates in different money markets,
the amount of short-term funds which will move across national
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frontiers in response to moderate differentials in interest rates is
for many frontiers always, and for all frontiers frequently, in-
sufficient in quantity to bring about actual equality of interest
rates or to reduce to-and-fro movements of gold to a minimum, a

When a central bank, in order to check an expansion of bank
credit, raises its discount rate or engages in selling operations in
the open market, the resultant rise in the market rate of interest
tends to attract foreign funds. It has become the custom to say
that an inflow of short-term funds under these circumstances

may offset or even more than offset the efforts of the central
bank to bring about contraction in the amount of means of pay-
ment, 4 but this overlooks the fact that the foreign funds will flow
in only as the market rate becomes higher than it was previously.
The inflow of short-term funds under these circumstances will

provide the member banks with increased reserve assets and thus
lessen their dependence, on the central bank, and will operate to
reduce the degree of response of the market rate to the central
bank rate. But the market rate must rise somewhat if foreign
funds are to be attracted, and at this higher rate the amounts
borrowers are willing to borrow will presumably fall, while the
higher cost of their borrowed reserves will check the willingness
of the banks to lend.

It is true, however, that variations in the market rate of inter-
est in response to variations in the specie reserve position of the
banking system, whether these variations in the market rate of
interest occur automatically or as the result of central bank
manipulations of its discount rate, do tend to convert the fluctua-
tions in the exchange rates from such as would exercise a direct
equilibrating influence on the trade balance to such as would
exercise a direct disequilibrating influence on the trade balance.
Suppose that a relative shift in demand for commodities results
in an adverse trade balance "and an adverse balance of payments

• Axel Nielsenwarnsagainste_gerating the inttrnatiomImobilityof short-
termcaifital: it is only a fractionof the short-termtandsthat is truly "cosmo-
lm_itaa,'--B_, II (193o), a79 ft., as citedby Carl I_mrson,/l#vct, of
the theor$ of/_t_ cap/_ mot_,en_. _ 1_a_

"Cf._e.g.: A. F. W. Pimalmz, "C._u_d _ maeMm_ and mmamu7
policy,"TI_ Caaadlaneconom_and_t_pr_, x934,p. tg?; A. D. Ga.ver,
Mos_,,y_ticy_tmc_, r_S,pl_.xa-tx; W. _ Beach,

l_Z,z'7,.,zS.
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for England. Let us first assume that no change occurs in the
English market rate of interest. Sterling will fall in the foreign
exchange markets, with a consequentstimulus to English exports
and check to English imports. Let us next assume that the ex-
ternal drain of specie results in a relative rise in the English
market rate of interest, and that this attracts a flow of short-
term funds to England, which stops the external drain of specie
and causes sterling to rise in the exchange markets, possibly to
higher than the mint parities. The direct equilibrating influence
of the exchange rate fluctuations on the English trade balance is
lost, and may even give place to a direct disequilibrating influ-
ence. So "limited,however, is the possible range of exchange rate
fluctuations under an international metallic standard that their
direct influence on trade balances must be of negligible propor-
tions, and it cannot be regarded as an important drawback to the
use of variations in the discount rate to maintain or restore
equilibrium in international balances that it prevents exchange
rate fluctuations from exercising a direct equilibrating influence.

While short-term lending has a useful role to play in the inter-
national mechanism, it is capable, nevertheless, and more so than
any other element in the mechanism, of operating perversely.
International short-term lending still awaits i'ts historian, but there
have been notorious cases, and especially in recent years, where
the erratic and unpredictablemovement of short-term funds has
influencedthe international mechanism during a period of stress
very much in the manner in which loose cargo operates on a ship
during a storm. The high degree of international mobility of
short-term funds becomes a liability instead of an asset when
there is alarm in the air, for short-term funds are quick to fly
to foreign countries in search of safety when there is alarm at
home, and are even quicker to be called back home when there
are signs of trouble abroad.

Disturbances to international equilibrium resulting from the
emmudve mobifity---or timidRy--of short-term funds appear to
be an ancient phenomemm.During the Napoleonic Wars, for in-
miner,tl_e weresulzcmtial_ in the fordgn_
of Britishsecuritieswhichwereatthetimebelievedby someto
have been due more largely to the rise and fall of omfidenee in the
mitll_7 f_ of Engim_ or in the f_mr¢ of the paper pound
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than to relative fluctuations in the interest rate, 5 and which may
therefore have operated rather to accentuate than to moderate the
fluctuations in the gold value of the inconvertible paper poun& e
Later in the century, the growth in the international movement
of funos attracted considerable attention, but most observers re-

garded this development as a wholly desirable one/Some writers

held that We development of international movement of short-
term funds had rendered specie movements, changes in price
levels, and even adjustments of trade balances unnecessary except
in major disturbances? An occ___sional note of warning was struck,

• C_., however, Henry Thornton, with reference to what would happen under
a metaIlic standard and with no legal restrictions in interest rates if England's
exports were curtailed by embargoes or other wartime disturbances:

Doubtless much of our gold coin would be taken from us; and, perhaps,
a larger quantity of this than of other articles. The whole, however, would
not leave us; a high rate of interest would arise, and this extra profit on
the use of gold, which would increase as its quantity diminished, would
contribute to detain it here--some foreigners, probably, transferring prop-
erty which would take the shape of the precious metals, or continuing to
afford to us the use of it for the sake of this high interest. (Substasce o[
two speeches.., am the b_lio_ report, ISII, p. IO.)

"Cf. (Commons) Report... on tire ex_ed_ntcy o] the Bank re_mlng cash
paym_ts, I819, appendix no. 43, P. 354; Sir John Sinclair, The history o] the
[_blic _ o[ t&r Bri_sh Empire, 3d ed., III [x8o4], appendix no. S, PP.
x6o..63; John Hill, An inquiry into the causes of the prexent hioh price of gold
/nd//os/m Eng/and, ISzo, p. 36; G. R. Porter, The profre_r of the nation, new
e&, z85x, pp. 628-_.

"Cf. David Salomous, A defenc, of t_ i_,t-stock l_r, _d e_, x837,p. x_:
• . . I ... assert that their transmission [i.e, of British funds for invest-

ment abroad] has on the whole been favca_tbleto commere_e,that they have
tended to resulate tt_e _, instead of lurving had m_ ir_urlous effect
on them; and many most important paymans could not have been made,

the powerful _st_ce der_ from _ export of fore_n stock,
as the moat rea_ mea_ of paymeW. It will be, indeed, _ to ahnw
how such doc,-_ of foreig_ fends, for which a ready market exists
on the _ as wei] as in Londunt could at all injuriously al_t the
exchanges. Such funds are, .in truth, a universal currency, and p_m_as
either at home 0¢ abrosd can be made by tl_r mmwiuk_ _d the Iml-
amoeof trmie u ready a_j_ as by an hnlx_ or ezport of the prevkms
meml_

"C_ Fullarmn, O. t_ r_a_u/_ of m.. ad ed. _84S, _ x40:

l_le _ _ th_ ¢omm,y. a new elem_ ha, been /m_duced /nto

a _ereiSa debt may be trammit_ u _ lathe _ of a marketable

_t, m_ tl_ _ _ _ a_e ta a omalm_ eom_ d
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however. Milner, for instance, although he regarded the develop-
merit as on the whole a desirable one, saw that international
capital movements could act as a disturbing as well as an equili-
brating factor, and therefore recommended state control of the
export of capital either directly or through regulation of the
English discount rate with reference to prevailing rates abroad,
both with a view to conserving ample capital resources for Eng-
lish industry and to guard against undue pressure on the English
balance of paymentsY It was pointed out also that if there was
distrust of the financial situation funds might flow from the high-
rate to the low-rate money market, and that attempts by the
former to check the drain by raising the discount rate still fur-
ther might serve only to increase the distrust and to accentuate
the drain. 1° But scarcely a voice was raised during the nine-
teenth century in England to warn the banking authorities that
short-term indebtedness to foreigners should be treated as special
claims against specie reserves, and that extra precautions should
be taken to provide the means to meet such claims, n The fact
that in English pre-war banking practice neither the Bank of
England nor the clearinghouse banks sold their own bills to banks
abroad and that the English holdings of short-term claims on the
rest of the world were certainly in ordinary times and probably
at all times substantially in excess of the foreign holdings of
short-term claims on England was at least a partial justification
of this complacency. But there were always, nevertheless, sub-
stantial holdings of sterling bills abroad, and substantial deposits
of foreign funds with London "foreign" banks, and when for
any reason foreigners asked for their funds the clearinghouse

is low, the fluctuationsof interesthave becomean engineof some impor-
tancein the regntationof the exdumges,and, to the extentof their action,
are foundcertainlya more manageableand safe instrmaentfor facilitating
fon_n paymemsand corm:ti_ _ in the _ d the
preciousmetals,than the fluettmiomof price.

CI.also, _pra, pp. a'/8 ft.
• T. H. Hilaer,_ re_ks ol, ft_ Bask of F.Aglamt,x$49,r_ x7 ft., 4a. He

claimsa_at "/he _oa of foreign _ is ... the effeetml key to
the regnlatioaof the aametarya_2,rs d the eotmtr1."(Dig, IXaS.)

J'C£ "History andexpositionof the cmam_ questi_" We_m_'.ce aad
J_ q_Jwt¢,_rct_, XL_II (_), 468,note:"the depressiono_F__-
lhh seemlt_ mat as olten inducetheforeigncat.alia to withdrawhisgold
from Fa_lmxl, by alarmi_ hlmfor its _ty, as to send it herefor _/,fi_able
imemm_"
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banks and the Bank of England were indirectly called upon to
meet these demands. The development in the post-war period of

the practice by central and other banks of deliberately holding
part of their reserves on deposit or otherwise invested in foreign
money markets added to the danger, first, because it increased the
amount of short-term foreign funds held in the money markets

most used for this purpose, namely, London and New "fork, and,
second, because bank funds, and especially funds regarded by the

creditor banks as constituting part of their reserves, were more
likely than the funds of private investors to be withdrawn simul-
taneously and suddenly upon the appearance of some signs of lack
of safety in the investment or of impending need of extra finan-
cial resources at home. There was little outward sign of recogni-

tion by banking authorities in the countries having particularly
large external short-term indebtedness that such liabilities required
special treatment. _ Bank authorities of these countries do not
appear even to have made much effort to keep informed as to the
amount and trend of such indebtedness, until, as the depression

beginning in I929 continued and became more intense, there
occurred extraordinarily great flights of short-term funds from
country to country, in which the central banks la participated at

least as actively as did other banks and private individuals, x4

_cf, however, Thlrteeath ammal report of t_ Federal Reserve Board,
I9a7, p. I6:

Dollar balances in New York have been built tip not only by foreign
industrial corporations and commercial banks but also by European and
South American central banks, which in many instances are authorized by
law to keep a portion of their reserves in the form of foreign exchange in
countries with sta_ currencies. These dollar balances of foreign central
banks, whether they are invested or kept on deposit, are in liquid _3rmand
subject to immediate withdrawal at any time. If _ were to be withdrawn
in gold in whole or in part the demand for-the gold, though it would first
be _lt by the commerci_ banks, both member and nonmember, would
promp_.lyreach the federal reserve banks as the ¢mly holders of gold in any
considerable amom_ These balam_ are, therefore, potential sources of
demand upcmthe federal resin-re banks for gold out of tbeir reserves, the
central bank_ reserves of the United States, which have thus become
mdirec_ a l_rt of the re_-v_ _st bank cre_ _ currenc_ _ other
countrY. The _ in A_,_ca o[ the_ _-eil_n balaa¢_ ¢emequem_
_ a conditi_ in the _ sRuation to be _en into _ in
_ tbe f_ral _-ve _'. c_lit t_oli_ with a _ew to mln-
_ ehe_'s bmki_ s_tem in a pmitioa to ateet demam_ for _ld
fnm almatd withoat distadg_ _ aad ea_it _=_-__.thaain this
eomary.

ala tbeir haay alldoaaa_ of ez _ ma_a_ _ F.areCean
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Where the agencies concerned are private individuals or busi-
ness firms, there is no easy solution for the problem of excess
mobility of short-term funds, since direct regulation of such
movement would be troublesome, cosily, and, unless reinforced
by censorship of communications, easily evaded. But the chief
offenders have been banks, including central banks operating
under the so-called gold-exchange standard, and here certain
fairly practicable remedies seem to he indicated. The only legiti-
mate functions of the gold-exchange standard are to facilitate
international payments and to eliminate the expense of to-and-fro
gold movements occurring within short intervals of time. But the
claLmoften made for it, that it enables poor countries to adhere
to the gold standard without bearing the burden of maintaining
non-income-earning gold reserves, makes a virtue out of the gold-
exchange standard's defect. Either the expense of carrying such
reserves is transferred to the country in which the reserve funds
are invested, or else that country assaunes dangerous liabilities
against its own reserves without adopting protective measures.
Properly administered, the gold-exchange standard would ap-
proximate in its mode of operation to reciprocal earmarking of
gold. Central banks would still count their holdings of claims on
foreign banks as part of their reserves. But they would treat
their own liabilities and the liabilities of member banks to for-

eign hanks as demand daim_s against their own reserves, and
would enforce very high specie reserve ratios against such liabili-
ties. No central bank would invest funds at interest in another

l_mh dim_ actont_ to a _ of the lhaqm de France,reduced
theirhol_ of ioreisa shcct-_-_ _ from 48,464g,VoS,a_ frams Frenchon
Jammryt, _JI, to &9_,5¢o,o0o f_c._.esFrenchon November30, x93&or by
morethan95 percent. The ratio of such fluxls to the total reservesof these
baalmfdl dm.imrthe aanzperioci_,.,a,about35percmtto abouta_ _ _.
(C_.P_ _ _, Mmdt, t*_4,t_ x66)

"From March_, x¢_, to the middleof July, Igor, wlil_,,,_s of forelsm
shaft-termfaints from _ramny aaaamt_ to overx_o, ooo_o marks,or over
ao per ¢em _[ the tmal short-tet,m _mMn _ of _ at the
¢arlterdate--'q'lm Wil_ia tztmrt,"#¢m,_ V', EcmJ_t/af, CXIII (Aug. m,
x_3t), _ l_ 6. From Jtme _ x93x,to November3o, I93x, the

ddlar _ in _ in Gertm_--m_ redmed
h_n ab_t $_m to al_ut $_ (New lror_ Tws, M 4, t_a,
P. 3a). These w_ _,_ would of eour_ h._. bern evm greater and more
rapidti thedebtorshadnzt all thedmauaJsmadeuponthea by theircreditors.
1_ thls _a'i_ mooeyrate_were _ higher ia O_.c.y than ia
theereY,toreoeatries, i,e.,fmdswereaz._fromahish..ratewneymrket
tolew,ratemone_marlat_
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country except in or through the mediation of the central bank
of that country, at the request of such central bank, and to aid it
during a crisis rather than to earn interest on reserve assets.
Such a reform would not be costless, and would not completely
remedy the situation, but it would reduce to much smaller pro-
portions one of the major defects of the international gold stand-
ard as it has operated in modern times.

The Gold Delegation of the League of Nations has defended
the use of the gold-excahange standard as a means of economlz-
ing for poor countries the cost of maintaining gold reserves, and
has proposed, as a remedy for the problem of the excess mobility
of short-term funds, that "it is necessary for lending countries
to assure that foreign lending does not exceed or fall short of
their net active balance on income account. ''I6 Taken literally,
this would mean that any country having a favorable balance of
hm_Jed/ate obligations on commodity and service account should
feel obligated to lend sufficiently abroad to prevent any inflow
of goM, and presumably also that any country having an unfavor-
able balance on commodity and service account should feel war-
ranted in borrowing suff_ently abroad to prevent any outflow of
goM. GoM flows, under such a regime, would either not occur at
all, or'would occur only in connection with the liquidation of old
debts. This is surprising doctrine to be found in a document
intended to be a plea for the maintenance and rehaMlitation of
the intemaficmal gold standard. Under such a regime, balances,
favorable or tmfavorable, on income account would never be
liquidated, la

"The _ of this _tm _ c_ how the Gold DaeS,atlon
wouktdeal with a situationsuchas the folk_i_g: comtrT A has a f_vca_le
talaace of trade w/th _ iJ, and in accordancewith the rule laid down
lendsto B the funds with whichto meet th_ _!_ Next week, B repays
tb_ dd_ Is _ _ymem on _d __d fl_erekm:_ch as to jmfify

ctamtryA by a newkmt to ccamtryB _r to some thir_country? If the rammer
amw_ is mrre_ thm tha _ of the Gold_ _ mm_ to
the _ that _ei¢ mo,nawm _mdd rover oma- ;_
whene_ thexe is mt an evea Ildaaeee/ l_meats m iaume _ 1_
_t_ am_ te dehe_ reel t_ em _e the _m e_ _ _ _
_ I/lite latte_amwz¢h mm_ m / _ me _e i_ _heeme, _tm
no t_l m_meat_ weeldt_ eee_ _ ie _ wi_ _e mmctt_
tim of bem_t_ _et ease to li_ei_e t_emt__ m _e
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IV. PRIMARY AND SECONDARY EXPANSION IN CANADA,

Igoo-I 3

"Canada's Balance."mThe Canadian experience before the
war duringa period of great importof capitalprovides an opportu-
nity for the examination of the role of primary and secondary
expansion in the internationalmechanismin a gold standard coun-
try where the banking system keeps part of its reserves in the
form of holdings of outside short-tetra funds. In a study I made
of the Canadian mechanism from I9oo to I9X3,1 I reached the
following conclusions with respect to the monetary aspects of
the mechanism. The Canadian borrowings obtained transfer into
Canada smoothly and without noticeable friction in the form of
a net commodity and service import surplus, as the resttltof rela-
tive price changes (arid shifts in demands) which were of the
character indicated as to be expected by the older writers. The
price and demand changes resulted from a relative increase in
the amounts of Canadian bank money, deposits and notes, and
these increases resulted in turn mainly from the exchange by
Canadian borrowers abroad of the proceeds in foreign funds of
their borrowings abroad for Canadian bank deposits or no_
The Canadian banks brought into Canada in the form of specie .
only such part of their newly-acquired foreign funds as was
requiredto maintain their specie reserve ratios in Canadaat their
customary level. The remainder of the foreign funds thus ac-
quiredby the banks, to the extent that they were not absorbedin
paying for the growing Canadian import surplus, was left abroad
by the Canadianbanks, largely in the form of call loans in New
York, as additions to their "outdtde" or "secondary" reserves.
Except toward the end of the period, when a marked credit ex-
pmmionocmrred in Canada, the increase in the outside reserves
was not used by the Canadian banks as a basis for expansion of
their loans in Canada. With the exception that fluctuations in the
outside reserves operated in the Canadian mechanism in the
manner attrt'outeclto specie ugrmmnts in the classical doctrine,
I ¢omhtded that the Camuftan meeban.__2sm_ded in all its

uq_tttk_
IC_# batm_ of _ _ _g_o-_13,toa¢,chat_VIII.
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important aspects to the mechanism as formulated in the classical
doctrine.

In my study I did not use the "primary," "secondary" termi-
nology developed in the preceding sections of this chapter. Applied
to the Canadian data, the meaning of primary expansion would
have to be broadened, so as to include increases in Canadian bank
deposits and notes resulting from the exchange by Canadian bor-
rowers abroad of foreign funds for Canadian bank money,
whether the Canadian banks exchanged these foreign funds for
specie and brought the specie into Canada or held the foreign
funds as secondary or outside reserves, as the economic signifi-
cance of the two types of reserves was, dollar for dollar, the same.
Restated in terms of the primary and secondary tcriiiinology, my
explanation of the monetary phases of the Canadian mechanisan
was, therefore, that foreign borrowings by Canadians, to the
extent that their proceeds in foreign funds were not used up
i_ately in paying for import surpluses, resulted in a pri-
mary expansion of Canadian means of payment through the
e_h__nge of foreign funds for Canadian bank money, and that
the Canadian banks converted only a fraction of these foreign
funds into specie. To secondary expansion, resulting from the
expansion of hank loans in Canada, I attrilmted importance, as
a _ factor reinforcing the primary expansion, only for
the last few years of tlm period.

Angelrs Cr_eL_m. o_ the Accotmt in _'s _t..,,_.
--AngelP and a numberof writers who follow him, have raised
someimportantob'_-ctiousagainstmy accountof the Canadian
_. Angell tinds fault with my conclusion that fluctua-
tions in the outside r_.-rves played t_hesame role in the Canadian
racehart;san as that assigned to gold movements in the classical
doctrine. His failure to state in what respects he belk:_l the
actual Canadian mechanism was differmt from that postulated in
the dassical doctrine makes it _ to deal with this critids_
But I _ that he here interprets the dassical doctrine as as-
signing a role only to settmdar7 flta:ttmtimm,and as ignoring
_ the primaryflttctuatiom.In any cas_ heatunm_ to me

•_. W. Aas_: _ d _# Jata,u in Poma,t mCw,__. XL *
(t_aS), ,ao-m; "Thetaters d itawmtita_ taqmmm_ the t--.t," Nttlmal
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the proposition that it was secondary expansion which did the
work in the Canadian mechanism, although I am now convinced
that I overemphasized the primary phase, both with reference to
the facts in Canada and with reference to the classical doctrine.

AngeU's own interpretation of the Canadian mechanism is that
the expansion of Canadian deposits which operated to adjust the
Canadian trade balances to the borrowings was a primary expan-
sion, but a primary expansion of a very special sort, resulting
from the exchange of sterling funds, but of no other sort of out-
side funds, for Canadian deposits. Although I carefully explained
in my study that the outside reserves consisted "of funds loaned
on call in _ew York and London, and net balances kept with
New York and London banks, ''s he always interprets my proposi-
tions with respect to "outside reserves" as if I meant them to
apply only to New York funds, and uses the term in this way
himself. To understand his account of the Canadian mechanism
and his criticism of my account, it is necessary, therefore, to re-
member that Angell excludes sterling funds from "outside
reserves," wrongly attributes the same exclusion to me, and treats
fluctuations in the Canadian hank holdings of sterling and of
New York funds, respectively, as if they had radically different
significance for the mechanism.

Angell's objections to my account of the Canadian mechanism
are for the most part covered by the following paragraph :4

... Viner's verification of the general theory . . . I think . . .
breaks clown on this question of the intermediary financial mecha-
nisms. Neither the statistical data submitted nor the reasoning based
upon them show any clear sequence from the outside reserves to
cred/t and price conditions within Canada itself. Outside reserves
moved closely with bank deposits in Canada, and showed no inde-
pendent relationship to prices. Rather, the sequence must have been
that which Viner himself rather hesitantly suggests at another point,s

"Car,a_?, t_la_e, p. x_7.(The italicswerenot in the originaltext.) C£
also _b/d.p. z64,mKl the exifl_mationgi,_n of the constituentitems in my
"seecnOa_reserves"seriesin chartII, PP.x66-67,as "Call loansdsewhere
than in C.ana_ and net balancesdue frombanksoutsideCanal"

•Tlm,ry of _ F/es*, pp. I7_-;'3.(Ital_ in the originaltext.)
"A_eWs imt_'es_mthatthereweretwoverm derivesfi'omthedistimtio,

whichhe makes betweenthe _ for the mechamsmof flucteationsin
the holdingsof _ and of New York__%m___,_y, a distincti_ I
dklact make.
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The Canadian borrowers, having sterling funds at their disposal,
deposited them with the Canadian banks (except in so far as the
loans were spent in England). These funds, thus converted into
Canadian currency and credit, were spent in Canada and induced a
rise in prices; a rise which roughly adjusted the commodity balance
of trade to the volume of new borrowings. The Canadian banks
recouped themselves by selling the sterling funds in New York, the
proceeds being left there or taken back to Canada as needed. It does
not appear from the data, however, that these changes in the New
York balances had any direct and independent effect upon conditions
within Canada. By providing potential additional metallic reserves,
their increase made a Canadian credit expansion possible, but there
is no convincing evidence, inductive or deductive, to show that it
provided the initial stimulus to expansion, e The stimulus came, rather,
from the original increase in bank deposits within Canada itself.

Angell thus interprets the Canadian expansion of deposits as
being solely* a primary expansion, resulting (solely?) from the

• Angell means presurnably by "credit expansion" what I here call secondary
expansion, and by "direct" effect on the volume of Canadian deposits what I
here call primary expansion. Angelrs failure to notice the meaning and impor-
tance I attached to the fluctuations in "ioreign loan deposits" is responsible
not only for his own error in attributing to me the doctrine that secondary
expansion was the important factor, but for a similar error on the part of a
number of other writers who have obviously accepted Angell's account of my
position as accurate. Cf. especially, Iversen, who takes me to task for neglecting
what I did my utmost to emphasize, and, I now believe, in fact overemphasized:
"Here again Viper seems to underestimate the implications of his restatement,
which clearly suggests a direct connection between foreign loans and volume of
purchasing power." (Aspects e_ tke fkeory o] intern_tnml ¢apifal motpemast,,
I935, IXa36. Italics in original.)

' That this is a correct interpretation of Angell's portion is indicated by the
following and other similar pasu_es: '_rhe crux of the explanation is the
proposition that the importation of capital inereases the rdpply of bills offered
in the local exchan_ market for discoum relative to the denm_, thus increas-
ing the bank's average holdings of such l_Is. A ¢orrespom//mg increase in the
volume of bank del_its resulta¢and if it is on a large mile produces tim indi-
cated effects on prices and the commodity Ildauce of trade." (Tkeory o_ brier-
_--e/o_z/_v'ice..v,p. I73, note. Italics not in odginal text.) If the fl_-;_ in
deposits "oa_rewoaded" with the fluctutiom in holdinp of fote_ga "bills," the
flm_tiom in deposits would be solely Iz_ary. Ang,fll sometimes speaks of
the bills being adiseomtt_t," and smaetlmes M timir lining ,t_ for
deposits, and treats the_ as identical tttmmntm, a-m _ was the usual
procedu_ as the bills were _y s_ bill., frcqneat_ drawn on an
outslde agcn_ of a _ bank Under the _ Wecedm_ _n original
secondary _gpansian wotdd be transhwmed, d_er a _w w1_k_ into a wimary
expa_on when the bills became due and their proceeds were used by their
orators to rtqt_tm, their int_tedsm_ to tl_ _ ImP. Tt_ _lume of
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exchange of sterling funds for Canadian deposits, while he at-
tributes to me the doctrine that the Canadian expansion of de-
posits was (solely?) a secondary expansion, i.e., resulted from
an expansion of bank loans in Canada, into which the banks were
led by the increase in their holdings of outside reserves in the
form of New York funds. He presents no evidence to support his
account of the role I assigned to secondary expansion, and it has
no other basis, I am convinced, than Angell's assumption that
when I found similarity between the role of fluctuations in the
outside reserves in Canada and the role of gold movements in the
classical mechanism, I must have had in mind the use of gold
reserves as a basis for expansion of deposits through loans. I had
in mind, on the contrary, what I now call the primary phase of
gold movements in the mechanism. Instead of stressing secondary
expansion in the Canadian mechanism, I ignored it except for the
last few years of the period studied. And Instead of comparing
the fluctuations in total deposits, or in loans, or in total deposits
minus outside rese:-ves, with the fluctuations in outside reserves,
as would have been appropriate if the secondary fluctuations
were regarded as important, I paid no attention to the fluctuations
in the aggregate volume of bank loans in Canada, and I com-
pared the fluctuations in outside reserves with the fluctuations in

"foreign loan deposits," i.e., total deposits minus loans, i.e., the
deposits not resulting from Canadian bank loam. s

The distinction which Angell draws between the role of sterling
funds and the role of New York funds in the Canadian mecha-

nism seems to me without basis, either in theory or statistically.
Sterling funds and New York funds were equally "outside re-
serves." The fluctuations in the net holdings of sterling funds were
throughout the period small in amount, as the Canadian banks
immediately converted sterling funds, if in excess of the small

deposits wtmtd not ehanE,e, but the o_'tJl_ bank as_-ts would

"The relatiomhip I trace for Canada between the "outdde reserves" and the
_.-gn loan deposits" corresponds closely to the relaticmhlp emphasized in
recent years by stud_ts of Au_'afian and New Zealand bs_ing between the
hold_ Of Lcmckm iliads by Australasian bm_s and the variations in the
excem of domestic depositsover _c advances.Cf. e.g., A. H. To_er,
"The raes___eement of lmsh_s cmurtfiom in New Zealm_" Economic record, I
(z_), _ ft.; g_ S. Isles,"1_ _ _icy," ibid., "vii (_), x-
t?; _ Wil_m, "Au_-aHan monetary policy reviewS" /b/d., xg$-2xS.



418 Studies in the Tbeory o[ International Trade

amounts needed as working balances for remittance purposes, into
New York funds or into specie. Tt was, moreover, the mainte-
nance, and not merely the acquisition, of outside funds, upon
which the volume of primary Canadian deposits depended, since
the reduction of outside reserves to meet the need for foreign
payments would, for the banks, be balanced by a corresponding
amount of debits charged against the deposits of Canadian cus-
tomers for whom the foreign payments were being made. Even
when first acquired, furthermore, not all the outside funds were
sterling funds, since somewhat over 3° per cent of the total
Canadian borrowings during the period were made elsewhere than
in England (chiefly in the United States). The conversion of
sterling funds into New York funds simply happened to serve
the convenience of the Canadian banks, and had no other sig-
nificance. Held in New York, their outside funds could earn
higher rates of intereSt than in London and in (xtse of need could
be converted into gold and brought into Canada overnight with
a minimum risk of exchange loss. 9

Angdl further interprets me as holding that the expansion of
Canadian deposits (always?) came later in time than the expan-
sion of outside reserves. He again presents no evidence to support
this interpretation but it is probably only a logical inference from
his erroneous attribution to me of the proposition that the expan-
sion of Canadian deposits was a secondary expansion, induced by
the improved secondary reserve position of the Canadian banks.
He maintains that, on the contrary, the expansion of deposits
preceded the expansion of outside reserves, a°

Angell's claim that in fact the increase in Canadian deposits
was prior to the increase in outside reserves seems to be the prod-
uct of the following chain of reasoning: (I) Canadian borrow-
ings were (sotdy?) firom England and therefore yidded sterling

rituals; (2) the Canadiari borrowers exdaanged these sterling

"El. Canada'sba/a_e, p. zSS-
"C_. e_a._, T1w_,a_of _ _/cu,p. _74:

I think _ ProfessorViner'sdata warfare the inietence---des_e
theeppos_c_o_usioa_d_ich1_hitm_ draw_-a_ the_ theoryis
_,rooeomwith_ totl_role_ i_Idilows,raiderm0derneonaitlons.
The _ of the amla_ _atradel_odacedby the Ioa_ didnot

It:camefrom_he_ of the original (and prior) increasein
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funds for Canadian deposits; (3) some time after it such ex-
change had occurred, the Canadian banks converted the sterling
funds into New York funds; (4) New York funds were, but
sterling funds were not, "outside reserves" nor apparently, even
"outside hank balances"; (5)the (primary) increase in Canadian
deposits was therefore prior to the increase in "outside reserves."
Since, however, sterling funds were, dollar for dollar, just as
much "outside reserves" as were New York funds; since Cana-
dian borrowings occurred in the United States as well as in Eng-
land, so that some of the outside reserves were originally acquired
in the form of American dollars; and since the Canadian banks
converted newly-acquired sterling funds into New York funds
almost instantaneously rather than after a substantial delay, this
argument collapses. The primary expansion in Canadian deposits
was neither prior to the expansion in outside reserves, as Angell
claims, nor after it, the view which he attributes to me, but was,
as I contended, simultaneous with it.

Feis, after citing with approval Angell's conclusion that the
increase in Canadian bank deposits is the "original" and "prior"
factor operating to correct the Canadian balance of payments,
attempts to explain more explicitly than did Angell what is to be
understood by "original" and "prior" :12

By "original" Dr. Angell meant to distinguish, I venture to inter-
pret, the immediate credit expansion from any increase that might .
result later from the strengthening of gold reserves; by "prior" is
meantpriorintimetoany suchincreaseofgoldreserve_

That the primary expansion in Canadian bank deposits result-
ing from the exchange of the proceeds of foreign borrowings for
Canadian deposits---which it is misleading to refer to as "credit
expamkm" since its significant characteristic was that it was not
Canadian credit expansion---would be prior to any secondary
expansion of Canadian bank deposits resulting from the improve-
meat inthereservesisobvious. But how cotdd this primary ex-

=_ _=m to _ that the CanadianIsmks convertedtheir sterling
fim_/nto New York fundsoaly after the increasein Canadiandepositshad
reada_ina _e inprkm a_ an imreueinthe_ imta_sarphts.
(C_.p=miem _= ,_=¢_ mx 416 ==14_ note _¢__=_ffi)
=H_hm 1¢_ =T_ m_lm_m d =dj_ tr=le t_ -

am=e_"d_ m ¢_¢/_¢, X'_I[ (It_l_ ,_3_.Fds explainsthat be
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pansion also be prior to the increase in outside reserves? Feis
states that the (primary) expansion of Canadian bank deposits
and the increase in outside reserves are "both results of the same

borrowing operations. In that vital sense they are interdependent;
in other ways they may be said to be independent. They, there-
fore, must be recognized as playing separate parts in the mecha-
nism of adjustment. ''is But this, while not very helpful, suggests
simultaneity rather than priority. 1. The increase in outside re-
serves and the primary increase in deposits must have occurred
simultaneously unless, indeed, if it should be found that in bank-
ing practice the bank clerks regularly debit the bank before they
credit the customer, or vice versa, someone could be found who
would attach significance to a priority of this sort and would
expect it to r_veal itself in "lags" in monthly (or annual !) bank-
ing data.

Carr presents the following as a summary oT my findings:

The surplus of bills on London created by English loans to Canada
never attained great enough proportions to force sterling rates to the
gold import point for Canada. Instead of permitting London bills
to accumulate on the Canadian mark_ and depress exchange quota-
tions, the Canadian banks sold them to New York, and thereby built
up their New York balances or "ow,side reserves." But on the basis
of these outside reserves the Canadian banks were able to extend
credit at home. Price inflation resulted as if gold had been importe&
In other words, a substitute was found for the gold flow in the
Canadian case in the form of increased outridereserves. The seqtamce
of events, then, according to Professor Viner, was this: (I) foreign
borrowing, (z) increase in outside reser__s, (3) extension ot_credit
at home. 1_

The notion that the motive of the Canadian banks in exchang-
ing London funds for New York funds was to prevent a delay-

_tb/g r_
Feis, however,rams to have followedAnsdt in earladi_ sterli_ funds

from the _'outsidereserveg"aml in mki_ it for grained th_ there was a sub-
mmial taS _ the _ by the Caaadiaah_ d _erlim¢ fmgls
and _ c.._don into New York funds,and tirosa_ mm_ be retmtiag
AutO's a,-Smuem.Cf.Fds, ap. _ p. _: "¢'_ bankssdl _elt Loadon
fundstoNew Ym'kbuk_ thereby_ outsi_ _" Suchsales
wouldleave the otaaldermmm _ ia am0mt aat_mm_! ¢lmSe oaly
their fore.

wl_Zrt ]k(.CarT,"The _ o_l_icein the _ tra4e niecima_sm,"
_ of ,s_,a_, XLV (_1), _.
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sion of sterling exchange on the (non-existent!) Canadian
sterling exchange market is assuredly not mine. TM The notion that
outside funds constituted outside reserves only if they were New
York funds should have been credited to Angell, but not to me.
Finally, secondary expansion of Canadian deposits through an
expansion of domestic bank loans 17induced by an improved bank
reserve position was not an important element in my explanation
of the expansion of Canadian means of payments. The only ele-
ment in my account which Cart here correctly reports, therefore,
is that increases in the outside reserves operated as a substitute
for inflows of specie.

White interprets my findings as differing "from the orthodox
explanati6n in that credit expansion instead of following the in-
creases in bank reserves appears to have preceded them." He
nevertheless does not regard the objection made by AngeU and
Carr to my account "on the score of chronological sequence" as
serious, on the ground that since the Canadian banks treated out-
side reserves as if they were specie, the difference of the Canadian
mechanism from the classical doctrine was due simply to "a
modification arising from modem banking practice. ''18 If, as
seems to be intended by White, "credit expansion" is understood
to mean expansion of bank money, whether primary or secondary,
and "bank reserves" is understood to mean only specie reserves in
Canada, that was exactly my position. _' But it is not relevant to
Angell's or Cart's criticism "on the score of chronological se-
quence." It was my supposed account of the chronological order
of variations in the non-specie or "outside" reserves and in
primary deposits, and not in the spec/e reserves and total deposits,
with which Angell and Cart took issue, s°

Angelrs Sta_ Anal--yuis.mAngell supports his findings
as to the sequence of events in the Canadian mechanism by an

mC£_ 1_4xg
=This, I assume,is what C.arrmeans b_ "extmsim of creditat home."
aHm_ D. W_ The Prs_ekiwl_ accomLs_8_o-zOr3,z9_3,PP.

"W_te apparemt_8t e_mesimerln_ the "_ dzc_e, wl_b he
aee_ts_r tlmdf a_! _ slsoto m_ u im_ri_ rely seem__ryfluc-
matimuin tlz ammetd mmm_ i_me_ Cf. Whi_ op. c/s.,t_ y-8: "A
y__ror _ m_ _ _se I_ore theinmm_ rwervesintl_ tokl reeelving
_ resetin is_mm_ dem_l _"
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analysis of the statistical data._n Since he presents no data on the
outside reserves, whether sterling funds, or New York funds, or
total holdings, no light is thrown by this analysis on the manner
in which he reached his conclusions as to the place of the outside
reserves in the mechanism. On the basis of his statistical analysis,
he presents two (inconsistent) sets of conclusions as to the
chronological sequence of events: first, that the net import sur-
pluses follow the net borrowings "with a lag of a year" ;_ and
second, that (a) "the changes in bank deposits followed, with a
lag up to a year, the changes in the excess of net capital imports
[=net borrowings] over final means of payment [--import
surpluses] ; and that the magnitudes involved were roughly sim-
ilar when the lag is allowed for .... The latter set of fluctua-
tions evidently dominate the first set"; and (b) the increases in
the import surpluses followed, also with "a lag of about a year,"
the increases in bank deposits, u with an aggregate lag, therefore.
of up to two years between an increase in borrowings and an
increase in the import surplus. Since Angell holds that the in-
crease in deposits was prior to the increase in New York funds,
there would therefore be also, according to his account, a lag of
up to a year to over a year between the fluctuations in borrowings
and the fluctuations in New York funds.

Angell attributes the lag which he finds between the increases
in borrowings and increases in import surpluses to two factors
which received due recognition in my study: "first, to the interval
between the announcement of each new loan (at which time it
was usually credited to Canada) and its actual flotation; and sec-
ond, to the lag between the accumulation of the capital abroad
and the appearance of the resulting changes in the commodity
balauce. "_ Both factors are valid. For security flotations, how-
ever, the interval betwcen-armouneement of the loan and payment
by subscribers of the final instalment rarely, if ever, exceeded
three months, and, presumably because the winter season in
Canada is unsuitable for heavy construction, few important flota-
tions occurred in the late autmnn. This lag, therefore, would

mT_ of_ _, appeu_ B, t_ S_-to, aud _The effects
d _ lmymentsin the trust,"_0¢.¢/t., I_ 14o-_

-z_d., p. s_ (Italics arc _ orlsi_)
"Ibm., p.
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scarcely reveal itself in calendar year statistical series. But direct
investments in Canadian branch plants, etc., would commonly
attract attention at and be assigned to the time when plans were
announced, while the actual execution of the plans, and transfer
of the necessary funds, might well take a year or longer. The
second factor should ordinarily have been more important. The
Canadian import surpluses should be expected to lag after the
Canadian borrowings, since it would ordinarily take some time
before the proceeds of the foreign borrowings would be com-
pletely absorbed in payment of adverse trade balances. But if
Canadians borrow abroad in a given year more than the excess of
what they. spend abroad over what they sell abroad, and if they
do not take any of the unspent borrowings in the form of specie,
the unspent borrowings must be held either by Canadian individ-
uals or by Canadian banks in the form of increased holdings of
foreign funds. Assuming in turn that Canadian indiz,/dua/_ hold
only negligible and comparatively constant amounts of foreign
funds and that upon the acquisition of such funds they promptly
exchange them with Canadian banks for Canadian funds in the
form of bank deposits, then the excess in any year of Canadian
net borrowings abroad over Canadian import surpluses must re-
suit in simultaneous and corresponding increases in Canadian
primary deposits and in the outside reserves of the C.anadian
banks, my original position. What then of Angell's statistical find-
ing that there was a lag of up to a year of the changes in deposits
after the changes in unspent borrowings ? The fact that Angell,
when he is not dealing with deposits, finds a lag of only a year
betvceenborrowings and the import surpluses on which they are
finally spent, but finds a lag of up to two years between the bor-
rowings and the import surpluses when he is dealing with de-
posits, and that none of the lags he finds stands out clearly in his
charts, itself suggests that the one year lag of deposits after the
initial accrual of unspent borrowings may be spurious. But what-
ever Angell's charts may appear 1ii show, the defects both in my
estimates upon which these charts are based and in Angell's use
of them are such as tomake the charts have little bearing on the
questlcm of chrmx_gkzl sequmce which he attanpts to answu"
by meam of them

To obtain the amount of tmspent borrowin_ of each year, or
what he talk the "emms of net capital impom over laud means
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of payment," Angell subtracts my estimates of the Canadian corn-
modify and service import surpluses of each year from my direct
estimates of the net amounts of Canadian borrowings abroad for
the corresponding years._sThis is logically correct procedure. But
if the estimates of (a) net borrowings and (b) import surpluses
were absolutely accurate, the excess of net borrowings over im-
port surpluses should for each year be identical with the increase
in the Canadian bank (plus private) holdings of outside funds.
Estimates (a) and (b), however, are each net series, or series of
differences between pairs of other series. Thus series (a) is a series
of the differences between series (al), borrowings by Canada, and
series (a2), loans by Canada; and series (b) is a series of the
differences between series (bx), imports into Canada, and series
(b_), exports by Canada. Now each of the series, ax, a2, bl,
b_, is inevitably subject to an appreciable margin of probable
error, and the series (a) and (b) are therefore subject to much
greater margins of probable error. When we come to the final
series consisting of the differences between series (a) and (b),
the margin of probable error must be regarded as too great to
warrant reliance upon it for important conclusions. If estimates
of international balances are to be used at all there must not be
too much squeamishness about their accuracy, but I presented my
direct estimates of Canadian borrowings only with the most seri-
ous reservations, espedal__lywith reference to their allocation to
particular years, which is vital here. In my original study I ad-
visedly made little use of them as a basis for interpreting the
mechanism.

Let us suppose, however, that there are no sa_ errors or
omissions in the series used by _a_g_U.,_-,_'s "net capital im-
ports" series is constructed by sabtrading from my direct esti-
mates of Canadian borrowings abroad my estimates of
investments of capital abroad. But unfortunately for ,thepurposes
of his analysis, the latter series induded as Camdian in.estments
abroadthe net'iner_es in _ b_ _ of outside
funds._ Sincethechangeslathe Canadianbankholdingsof out-

into li_ethis "net cap/Wl bmpm'_' serlu.As_ati_a'a_s the net interest
L_rmei, by _ _romthe_ S/_e _ _so _ch,destl_ _ inter-
est lm_me_ from his "_m.l menu of lm_ seri_ l_me operatltms cancel
oat realdo aat afcct hls _ d aet _ital im_ _ raadatom of
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side fundsconstitute the changes in the amounts of untransferred
borrowings, Angell's successive operations reduce to subtraction
of one estimate of the total borrowings, transferred and untrans-
ferred, from anotherestimate of the total borrowings, transferred
and untransferred, and treatment of the remainders as the an-
transferred borrowings. If all the estimates were accurate, there
would be no remainders. Angell's series of "excess of net capital
imports over final means of payment" is in fact a series of sub-
stantial sums. But subject to the qualifications that there are as-
surnedto have been no important fluctuations in the holdings of
outside funds by indizddual Canadians and that Angell does not
includefion-commercialitems such as capital brought in by immi-
grants as "capital imports" or funds requiring economic transfer,
these remainders represent merely the net errors and omissions
in the several series of estimates from which they are derived,
and have no other significance.

A hypothetical'illustration will perhaps bring out more dearly
why Angell's series of "excess of net capital imports over final
means of payment" represents, subject to the two qualifications
indicated above, only the net errors in my vario__s series. Sup-
pose that, in a particular year, the Canadian gross borrowings
abroad amount to $xoo,ooo,ooo; the new investments abroad by
Canadians other th_n banks amount to $io,ooo,ooo; the net in-
creasein holdings of outside funds by the Canadianbanks amount"
to $_,ooo,_oo; and the Canadian commodity and service
import surplus amounts to $7o,ooo,ooo. The excess of net bor-
rowings over the import surplus, oe the amonnt of untransferred
borrowings, would in that year then be $2o,ooo,ooo, which is
_n]y the same as the amount of increase in the holdings of
oh_ide funds by the Canadian banks. But by Angell's procedure,
namely, subtracting (a) the import surpluses from (b) the net
borrowings m the 6_rea,e is the _lcli_s of outside funds
by the Ctmad/as b_ks, the excess of net borrowings over the
import _ or the amount of umzausferred borrowings,

deers e( _ _rme_ in theg_,"/oc, c/t.,p. z4x,table_, col _3
("netcapitalimparts")= cal.4 (nu,directestimatesof _ bo.-_o_,_es
abroad)Hss_L 3 (int_estreceived_ Canada)m/m_-col8 (myestim-J.es
af_ _ abroad)_ coL9 (interestpaidbyCanada).For
lhe.inehntmtinmTes_mtesofCanadianinvestmentsabroad(col.8 inAneell's
tamem) of/henetincreasesin _ bak hoidlnpofoutsidefunds,see
Caaml_#_mr, 1_. _a.93,talgeXXIV,aml_ 94,tableXXV.
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would appear to be zero. Suppose, however, that the actual
amounts remain as above, but that the Canadian import
surplus is wrongly estimated at $6o,ooo,ooo instead of at its true
amount of $7o,ooo,ooo; computed by Angell's method the excess
of net borrowings over the import surplus, or the amount of un-
transferred borrowings, would appear to be $Io,ooo,ooo, or the
amount of the error in the estimate of the Canadian import
surplus.

Accepting Angell's computations, Carr comments:

An excess of net capital imports [over the commodityand service
import surpluses] amounting to only 1.6 percent of the total appears
much too small to have providedCanada for the entire period with
the increase in purchasingpowernecessaryfor carryingon a growing
domestic trade at the sustained higher price levels. This fact is also
embarrassing to the classical analysis, for it is only through the
medium of the excess of net capitalimportsthat the rise in Canadian
pricescan be accounted for.27

For the reason ahaeady given, the excess of borrowings over
import surplus as computed by Angell must be regarded as mean-
ingless except as a measure of the net error in the various esti-
mates. The smallness of its ratio to the total amount of borrow-
ings should therefore prove embarrassing only to those who
attach significance to it. For individual years it is, in fact, embar-
rassingly large for me as the person responsible for the estimates
onwhichit is based.If by"increa_in Imrdmingpowerneces-
saryfor carrying on a growing domestic trade at the sustained
higher price levels," Cart means increase in monetary reserves,
he overlooks the fact that included in the import suTfdusesas
computed in Canada's balance and used by him was a total net
import for the period of $I I3,OO0,OOOOfgold coin, as compared
to a total stock of gold cpin in Canada at the beginning 6f the
period of only $r9,ooo,ooo,_ and that the outside reserves,of the
Canadian banks increased during the lx.'riod from $39,00o#o0 to
$I3o,ooo,ooo,oran increaseof _I_oo, ooo._

A Statistic_ F..eexn_ion of the _ Expe_,eace.

of _, XLV (v_t), 7_
mCLCa_lg: bdatce,p. _a_,ta_ H, te_LlX, _ eal.VtlL Wltltehas

_ tl_outwith_ _ Cm._._ (_ _,_ _
accruing,_ IS,notet.)

¢_ada', _lmce, t_ xS_,_ IlL
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--The major obstacle to the use of direct estimates of borrowings
in the analysis of the transfer mechanism is the absence, ordina-
rily, of sufficient information on which to base acceptable esti-
mates of short-term credit transactions, such as international
purchases and sales of securities through stock exchanges, short-
term loans by others than banks, and trade debts incurred in one
calendar year and not liquidated until the next calendar year.
Incomplete segregation in the reported figures of loan flotations
of the portions of the proceeds used to amortize older loans pre-
sents another source of possible error. While the changes in out-
side reserves of the Canadian banks cannot be regarded as an
accurate measure of the relation of Canadian borrowings to eco-
nomic or real transfers, they are as reliable a measure of the
changes in the amounts of untransferred borrowings as can be
derived from the data made available in my Canadian study. In
tables VI and VII are presented some of the results of a reexami-
nation of the Canadian experience. To the data presented in my
original study are here added the amounts of bank loans in
Canada, as representative of secondary fluctuations in the volume
of means of payment in Canada. There is also some rearrange-
meat of the data along lines similar to those followed by Angell.
What I believe to be a further improvement is based on the dis-
tinction which White makes between net and total gold flows, a° In

my original study I used for my banking series the amounts of,
deposits, reserves, etc., as reported for the last business day of
each year, and the differences in the figures for successive years
thus represented the net year-to-year changes. White claims that
for purposes of tracing the influence of gold flows on trade bal-
ances the influence on demands for commodities of gold which

entered, say, in February and departed in November would not
be accounted for by data as to net annual changes in the amount
of gold. To account for the influence of an inflow of gold which
remained only for part of the statistical unit period, he concludes
that total annual gold flows instead of net annual changes in the
ammmt of gold should be used in analysis. But the substitution
of total gold flows for net gold flows is not the proper method
of giving to gold which was within the country for only part of
a year its due weight, since this method would give to gold which

mTlgelCrmckimtemat;amalaccmmts, PP.30-3x.
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TABLE VI

PRDKARY AND SXC..ONDARYEXPANStON AND BANKIN'O RJsxitVl_, CANADA,
x9oo-x9z3

(Averages c_ Amotmts Reported Monthly in Mfllkms of Dollars) s

x a 3 4 5 6

Deposit "Foreign Reserves
and note Bank Loan

Year liabilities loans in IDepomts"

in Canada b _ (I_ Gold and
(Increases-Second-- Primary Dominion Outside Total

= Primary Expan- reserves
+ Second- ary Ex- sion) notes held rmervea. (4. + 5)

ary Ex- pansion) (I -- 2) by bank_pamion)
, ,,,,,

s9oof. • • 344 3xo 34 3° 39 69
_9ol .... 374 324 50 3,_ 52 84
19o_... 4xx 354 57 35 60 95
x9o3..- 449 .498 4I 43 51 94
s9o4 .... 496 449 46 50 58 xo8
19o5 .... 55! 483 68 53 74 127
_906.... 63_ _I 69 6x 76 '37
19o7 .... 67x 63o 4a 7x 59 L3o
x908 .... 664 584 So 78 94. x7a
z9o9 .... _ _ x78 96 x56 a_
19Io .... 914 7x7 196 xo5 z_ 257
xgI x .... 998 Soo z98 i_o x34 a54
I912 .... I Z_2 919 aO3 133 I43 276
x913 .... xx_ 985 X49 137 119 _56

• Notes in eh__'_*_a_,bslaneu due to Domlakmaad _-u.-'mcmlilovernment_demaz_andtrine
.d_mlts la Cmmda.(Netm el eth_ Camdmabu_ heldby the lauOa_ be_.
bat wereact mpam_y listed in the __.aw-..,.)

• CaUaed _ax.timmia _aada. c._,_leam iaCam_ kamste D_m_inn, _roviza_and
iwal _ta, aad e,mrdm deb_

a Inehatm ametmta hd_ oataide _aada, net _ately a_ted b_bre Jal_, _m_.
• Dm frem Imaksia Uaited r me.t,_ and _afeceigaem:mtrm amt call tad ahect kama_

_n h_C_ _ _ to _ in U_ted Kk_lom and k, k_s_ e_m.

stayed in the country for a day equal weight with gold which
stayed in the country for 36o days if entranceand departure were
in the same calendar year, and would give a negative weight to
gold which had ent.q_d in the previous year and stayed 36o days
of the given year and a positive weight m gold _+dch enter_l on
the last day of the year. The procedure required to answer
White's objection to the use of net year-to-year changes as of a



Intermtional Mecbgmism--Modern Banking Processes 4"9

given day is to substitute for them the year-to-year changes in the
average amounts of gold within the country during the year as a
whole_ For Canada, an adequate approximation to such averages
is made possible by the use for each year of the averages of the
monthly r_lrns made by the banks. The reasoning which makes
use of such averages preferable to use of end-of-the-year data for
gold applies equally to other banking series bearing on the amount
of memls of payment.

The close relationship, as different aspects of the same banking
operations, between the primary fluctuations in bank money in
Canada (the flucmntlons in "¢foreign loan deposits") and the
fluctuations in outside reserves, is made clearly evident in table
VL With one negligible exception, the fluctuations were always
in the same direction and there was also substantial correspond-
ence in _ of fluctuation. The discrepancies between the two
series are to be explained mainly by: the fluctuations in Canadian
bank holdings of gold and Dominion notes, which represented

substitutions as between "cash" reserves and out-
side reserves; accruals to or drafts on the outside reserves by
the regular banking operations conducted by the Canadian banks
outside _ chiefly in Newfoundland and the West Indies,
which are not segregated in the official returns; and (minor)
fluctuations inthe Canadian bank purchases of and sales of secu-
rities within and cmtside of C._la.

Table VI _ that primary and secondary expansion of
means of payment in Canada both contributed to the creation of
a _ in which the necessary import surpluses could de-
vet_ altlamgh the se_- growth of the b_k loans in Canada,

with the general _ develolmlent Of the cm_try
_1W_ the rise of prices in Camda as part of a world rise,
opem_ to _fy themment _mnee of thesecondary
extmmlou as a factor in the meeh_mlsm of adjust_iient to the
Imcrowinp. From the data in tables VI and VII it is possible to
argue that at t_mes at least the import surpluses resulted from
oriOmlRemarry_ andthattheborrowing_wereen-
gagedin to obtain the foreign funds necessary to liquidate trade
l_m_ _mly inmrredandto_ _es en_oachedupon
ial_fi_ for past debit trade balanee_ m But this is quite con-

_Thtt t_ _ _ _e_ mzee dm_ In the montl_ _tt.
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TABLE VII

NET AcQwsmoN or Ou'rsm_ Pum_ wz CASABA, _ _ _O_ M_mE
otr Tm_, I9oz-I9x3

(In Millions of Dollars)

I 2 3 4 5

Increase
or decrease Amotmts

Year Netacqui- Amountof (-)inCana- Total unaccounted
sitionof neteco- dm_ bank accounted for (-) or
outside nomic holdings of for overac-
funds- transferb outside (2 + 3) counted for

ftmds_ (t - 4)

x9oI ........ -4 -9 z9 _ xo x4
z9o2 ......... x4 2 I 3 -xl
I9o3 ........ 38 43 -7 36 -2
1904 ........ 29 58 23 81 52
19o5 ......... 65 49 3 52 -13
x9o6 ...... 70 73 --6 67 --3
x9o7 ........ 47 I32 --22 I xo 63
t9o8 ......... 139 53 9I I44 5
1909......... 166 84 23 107 --59
I9xo ........ 216 168 -4x x27 -89

x9I _ ......... 248 254 6 26o _
I9z2 ......... t83 3o3 -5 _)8 H5
z913 ......... 367 25I 7 258 --Io9

Totals ...... _578 t46I 9a x553 -_5
............. , i

,,Cam,dlaa t_..,,;_ atm_. dlre_ en.lmate Cam_': _ _ x3o. table XIA_ _
Cmmdi_ it_ axzed es_m_ _ ¢lumSes¢,, _at,dde murvm 4_ Ca_dimt imalm0_.,
t_ _t. tabb XXV andchart IL m*. sWt-es_a, ts _edlt JmlRe_ tad t_at* debit tmlaaee$d nea-
.,.+.+,,..,_.,,ci_,mm._ (_k;_ p. ¢z, table X) _ uet interut _ by _ ¢,_t_.
I_ xo:_._Je XXVIII. ooL4 "A P.g,I,W_de:g,XV, _m_l"'_")-

_ w,rvk_l_ Imlsm_ mm_t,mlve_I _ImlPme_m+ Ohi_..)_, m_l. UddeX]fl[X).
• Camd*_ _. _ _. chart IIL z#. $. atmtmt_ at _ Deeeu-J_er_x _ malt _tr.
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tha _t G_,_. _ _e to treats in Uaitetl_ m_! ia fem_ mmUim.

sis_ withthe'_ ex#_mtiot_,a whichrecognizesthe
sibilitythat importsurplusesmay result frmnan internal(Le.,
secondary)expansionof depositsmadein _ of, o_ at
leastlater_portcdby,_ a_o_dwhose_ _oto
liquidatedigit tradet____ _ htam_ andto tmildupde-
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pleted reserves. It should also be remembered that fortuitous
shifts in the Canadian demands as between different classes of

commodities or changes in the foreign demand for Canadian ex-
ports may bring about substantial year-to-year changes in the
Canadian trade balance without prior changes in the amount of
Canadian means of payment, and that changes in the "final pur-
chase velocity" of the means of payment would also influence the
trade balance, even in the absence of changes in the amount of de-
posits or prior changes in borrowings. As far as the general trends
are concerned, the Canadian experience does show that the growth
of the import surplus was preceded by a growth in the amount of
means of payment in Canada, u that this growth in means of
payment was both primary and secondary, that the primary fluc-
tuations in the amount of means of payment were relatively more
marked than the secondary fluctuations, and that there was a vari-
able time-lag between borrowings abroad and economic transfer,
with the recorded, or long-term, borrowings usually but not always
preceding the economic transfer chronologically.

In table VII the amounts of funds requiring transfer, in-
cluding not only net borrowings proper, after deduction of interest
obligations, but also unilateral remittances and monetary capital
brought in by immigrants, are compared with the actual amounts
of net economic transfer, or the import surpluses, including the
excess of imports over exports of services other than interest as
well as of commodities. If all of these items were accurately
estimated, and if individual Canadians held no balances abroad,
an excess or deficiency in any year of the amounts of funds
requiring economic transfer to Canada over the amounts of net
economic transfer would be reflected by a corresponding change,
in size and direction, in the holdings of outside funds by the
Canadian banks. Column V reveals how serious is the lack of

correspondence between these series as far as the figures for
individual years are concerned, although for the period as a whole
the total discrepancy, $25,ooo,ooo, is less than 2 per cent of the
estimated total net acquisition of outside funds requiring transfer
to Canada during the period. The discrepancies for individual

are to be explained, I believe, mainly by defects in the allo-

U.AII_ _ data are nc_ here presented, this was not only an absohtte
but a growth relative to the trend of I_p,k deposits in the Unked States

md m_t
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cation to particular years of net long-term borrowings, by the
impossibility of accounting from the ava_able data for short-term
financial transactions of various kinds which overlapped two or
more calendar years, by incomplete success in deducting from
the reported amounts of new loans floated the portions thereof
used to amortize old loans, and by the impossibility of making
allowance, in the estimates of outside reserves, for the call loans
in New York by Canadian banks without agencies there, made
directly from and reported as of their Canadian head o_ces.

v. THE INTERNATIONAL MECHANISM AND BUSINESS CYCLES

In the older literature there are to be found only scattered and
incidental references to the repercussions on the international
mechanism of cyclical fluctuations in business activity. Within
the last few years the question has been more seriously tackled,
but in the instances which have come to my attention the treat-
ment has frequently been based on a somewhat mechanical appli-
cation of a particularmif not peculiar--cycle theory to a super-
ficial analysis of the mechanism of international trade. Given the
disturbed--though in my opinion exceedingly promising--state
of business cycle theory at the moment and the absence of the
necessary inductive spadework on the international aspects of
business fluctuations, it seems to me that we must await further
developments in both directions before we can expect very fruitful
results from any attempt systematically to incorporate cycletheory
into the theory of international trade, or, a more important task,
to apply international trade theory to cycle theory. A cursory
survey of the recent literature bearing on this question suggests,
however, some comments of a primarily methodological order.

In the formulation of an a p/or/description of the relation of
cyclical fluctuations to the international mecl-_nism, it is neces-
sary to make clear which of'the following po_'bilities is assumed
to be the fact: that the cyclical fluctuations in the country in
question are (a) peculiar to it, conditions in the outside world
being assumed to be stable, or (b) are w:mehronla_ with, or
(e) Lagbehind,or (d) precedettuetaationsin the sam__mion
in the outside world. Each of these situations would, a pr,km; be
expectedto haveassociatedwithit a differentcydkalpatternin
the international aspects of the ecta_afic phetamama of the aam-

r • _
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try in question. Since any particular country may at one time be
in one of these situations and at another time in another, or, as
is most probable,may generally be in one of these situations with
respect to some phases of business activity and in some other of
the situations with respect to other phases of business activity,
attempts such as are to be encountered in the literature to formu-
late a single and precise pattern of relationship between cyclical
fluctuations and specific dements of the international mechanism
without discrimination between the situations here differentiated
seem to me to be based on an excessive simplification of the
problem.

Recognition of the existence of close relationship between the
cyclical _luctuations of business activity and the behavior of the
various items in the international balances was common during
the currency school-banking school controversy. As a rule, how-
ever, it was tacitly assumed either that the cyclical fluctuations in
volume of means of payment, prices, etc., were confined to Eng-
land (which corresponds to my assumption [a] above) or that
the cycle came earlier and was more pronounced in England
than abroad (which corresponds substantially to my assumption
[d] above). An expansion of means of payment in England was
therefore treated as resulting in a relative rise in prices in Eng-
land, a decline in exports and increase in imports, a relative rise
in interest rates in England, and specie exports and short-term
borrowing from abroad to liquidate the adverse balance of pay_
ments. Given the as_qunptionsthis was correct analysis, but it was
certainly not made smqiciently clear by those presenting such
analysis that they recognized the dependence of their conclusions
on the particular type of relationship, with respect to timing, di-
rectioa, and degree, assumed to exist between the fluctuations
within England and those in the outside world.

This can be illust.mted by contrasting the probable pattern of
behavior of the international phenomena when the cycle comes
earlier and is more pronounced in England than abroad, as is
usually assumed by these writers, with what the pattern would
be if the ¢y_¢ came later in England and was less pronounced
than abroad. Taking first the expansion phase, in both situations
the amount of means of payment in England, prices, interest
rates,oaqm, andimports,wouldberising.Butimportswotdd
he _ relative to exports in the first case, falling in the
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second, and the balance of payments on trade account would be
moving against England in the first case, in her favor in the
second, with reverse movements of specie in the two cases. A
corresponding contrast between the two eases holds for the con-
traction phase.

For similar reasons, it seems a mistake to assume that there
is one definite pattern of relationship between business fluctua-
tions and international capital movements. During the expansion
phase of a cycle in a particular country the volume of investment
will increase. If that country is normally a capital-exporting
country and is having an earlier or more marked expansion of
business activity than the outside world, the ratio of investment
at home to export of capital should be expected to rise. On a pr/ovi
grounds alone, there would seem to be somewhat of a presumption
that the volume of export of capital would fall absolutely as
well as relatively to total investment, since domestic interest rates
would be rising relative to interest rates abroad. It is even eou-
eeivable that the international movement of capital may under
these circumstances reverse its usual direction, capital being bor-
rowed from abroad or withdrawn from abroad instead of being
exported3

It is easy, however, to conceive of a different pattern. Para-
doxical though it may seem at first glance, the increased export
of capital may be the cause, and may in fact constitute the bulk,
of the internal expansion of business activity, where the export of
capital and the export of capital goods are so closely associated
that a marked expansion of capital directly involves a substantial
increase in the production of capital goods. To the extent that
international capital movements result directly and immediately in
movements of capital goods in a corresponding direction they
tend to operate as an inflationary rather than a deflationary factor
in the eapi_l-exporfing country, and perhaps also as a defla-
tionary instead of an inflationary factor in the capital-importing
ommtry. It is the fraction of the capital movement which takes

tl'_ form of a specie movement which exercises tl-_ deflatimmry
infl,aenee in the eapital-exl)orting country and the inflatimmry in-

,)C£, howev_, Wesk7 gitel_, Bw _. v_7, _ 4_:
•.. prosper, _,_ _ _,tmpet mt i_ liberal proC_ts,_eouras_
_m_m_ats _oad as w_dl_s at hoa_ _ tlz _t of _! to otis"
_ries Siva,.--, bapet_ to _eir tr_e.
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fluence in the capital-importing country. The specie phase of a
capital movement represents for the exporting country domestic
saving with which domestic investment is at least not directly
associated, and for the importing country it represents domestic
investment unaccompanied by domestic saving. The capital-goods
phase of a capital movement, on the other hand, may represent
for the exporting country an increase in domestic investment
whose products are, in part only, to be transferred abroad, and for
the importing country may result in decreased domestic invest-
ment. 2

Given this wide range of possibilities, I see no a priori grounds
for expecting to find a significant correlation, whether positive
or negative, between the fluctuations in the export of capital by
particular countries and the fluctuations in their general level of
business activity, unless there is ground for assuming that capital-
exporting countries are typically countries whose business cycles
always precede or always lag after world cycles, or are countries
in which fluctuations in the volume of foreign investment are
major factors in initiating fluctuations in the internal level of
business activity rather than by-products of the latter. 3

Similar reasoning leads also to skepticism as to the validity of
the grounds on which it is often argued nowadays that free trade
exercises in general a stabilizing influence. It is held that foreign
trade exercises a moderating influence on the amplitude of the
cycle, since internal expansion tends to result in an adverse trade-
balance, with its deflationary pressure, while contraction tends to
result in a favorable trade balance, with its inflationary stimulus.*
This moderating influence, however, operates exclusively in the
country where the infection starts or is making most rapid prog-
ress. For other countries the trade balance is, with capital move-

n-tents, sympathetic price trends, and psychological contagion, a

*C_,f. K. Wickselt, l_ecPares o_ political ecoaomy, I935, II, Io0-02; Marco
F_mo, "Credit expansion, savings and gold export," Economic journal,
XXXVIII (I928), x_'6-3x; and, for gold movements, Saint-Peravy, in 1786!
(S=pm, p. r87.) (_Investme_t" is used here to mean expenditures for productive
_)

*Ct., for sttbstamially similar cottclusions, J. W. Angell, Tkeory of inferna-

l, ices, I926, pp. 174, note; 396-97; 527-28; and the additional references
_t _ ;__n___X,p. _I, llndL_ "Cyclic_ _ o_ business."

"Cf., e.g., Folke Hilgenit, "Foreign trade and the short business cycle," in
JF_a_dc _ ia tamm_ of _ C#.t_I, _3,,I_. a73-9L
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major vehicle for the international spread of the infection. I would
agree that high tariffs bear an important share of the responsi-
bility for the recurrence of major booms and depressions, but on
different considerations. _Jithout rigid price structures, major
business cycles are inconceivable, and high tariffs are an impor-
tant factor in making price rigidity possible.



Chapter VIII

GAINS FROM TRADE: THE DOCTRINE OF

COMPARATIVE COSTS

It is always to be remembered that the failure of an argument in favor
of a proposition does not, generally speaking, add much, if arty prob-
ability, to the contradictory proposition.wJevons, Principles of Science.

I. THE NATURE AND ORIGIN OF THE DOCTRINE

The classical theory of international trade was formulated
primarily with a view to its providing guidance on questions of
national policy, and although it included considerable descriptive
analysis of economic process, the selection of phenomena to be
scrutinized and problems to be examined was almost always made
with reference to current issues of public interest. This was true
even of the classical discussions of the mechanism of interna-

tional trade, but it was more conspicuously true in the field which
is sometimes called "the theory of international value," where.
the problems were expressly treated with reference to Lheir bearing
on "gain" or "loss" to England, or on the distribution of gain as
between England and the rest of the world. Recognition of its
"welfare analysis" orientation is essential to the understanding
and the appraisal of the classical doctrine. Although the classical
economists did not dearly separate them, and shifted freely from
one to the other, they followed three different methods of dealing
with the question of "gain" from trade: (I) the doctrine of
comparative costs, under which economy in cost of obtaining a
given income was the criterion of gain; (2) increase in income
as a criterion of gain; and (3) terms of trade as an index of the

division and the trend of gain. This chapter will
deal wi_ the doctrineof comparativecost_

T'ne dc.-_A_'ineof comparative costs originated as an improve-
meatanddevelolmmtof theeig'_ry criticismof mer-
¢an_i_ p01k,y, and it has mntimaxl to command attention mainly

4k17
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producing different commodities wifllin the same countries or
the ratios between the costs of producing the same commodities
in different countries.

Real costsper unit

Commodity

iCountry A Country B

B ................. n s

c .................. p t

In the illustration given above, it does not matter whether the

_,l r, m r n s _t s, p.f, --.-ratios compared are --:- --:-,-:-,--:- --.-, and p.t, on the
ns p t p t mr mr ns

one hand, or re:r, n:s, and p:t, on the other hand. In the
first set of comparisons, country A has its greatest comparative
advantage in the production of that commodity whose cost in A
appears as the numerator in the first term of the lowest of these
ratios_ and its greatest comparative disadvantage in the produc-
tion of that commodity whose cost in A appears as the denomi-
nator in the first term of the lowest of these ratios. In the second

set, country A has its greatest comparative advantage in the
production of that commodity whose cost in A appears as the
first term in the smallest of these ratios, and its greatest compara-
tive disadvantage in the production of that commodity whose cost
in A appears as the first term in the highest of these ratios.
Whatever numerical values are assigned to the unit real costs,
both these methods of comparison will necessarily produce iden-
tical results, though the first method will ordinarily be found
much more convenient to use. If the first method is used, the units
used in tile measurement of cost need not be identical or even com-

parable in the two countries. It is then not necessary, for instance.
to know whether m is greater or less than r, or whether n is greater
or less than s.

In the beginnings of free-trade doctrine in the eighteenth cen-
tury tim usual economic arg_aments for free trade were based on
the advantage to a country of importing, in exchange for native
products, those commoa._ities which either could not be produced
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at home at all or could be produced at home only at costs abso-
lutely greater than those at which they could be produced abroad.
Under free trade, it was argued or implied, all products, abstract-
ing from transportation costs, would be produced in those coun-
tries where their real costs were lowest. The case for free trade

as presented by Adam Smith did not advance beyond this point.
In an earlier chapter, however, it has been shown that several

writers prior to Adam Smith, and especially the author of Con-
siderations on the East-India Trade, I7OX, stated the case for
free trade in terms of a rule which would provide the same limits
for profitable trade as does the doctrine of comparative costs, the
rule, namely, that it pays to import commodities from abroad
whenever they can be obtained in exchange for exports at a
smaller real cost than their production at home would entail.
Such gain from trade is always possible when, and is only pos-
sible if, there are comparative differences in costs between the
countries concerned. The doctrine of comparative costs is, indeed,
but a statement of some of the implications of this rule, and adds
nothing to it as a guide for policy. 2

Many of the classical economists, both before and after the
formulation of the doctrine of comparative costs, resorted to this
eighteenth-century rule as a test of the existence of gain from
trade. Ricardo incorporated it in his formulation of the doctrine
of comparative costs:

Though she [i.e., Portugal] could make the cloth with the labor
of 9o men, she would import it from a country where it required
the labor of ioo mma to produce it, beeanse it would be advan-
tageous to her rather to employ her capital in the production of
wine, for which she would obtain more cloth from England, than
she could produce by diverting a portion of her capital from the
cttltivation of vines to the manufacture of doth. s

aCf. F. Y. Edgeworth,Pape_ _ to _al e_, _ II, 6:
"Foreign trade wouldnot l_o mamae_ it seemedless costly to each of the
lam-fi_to it to obt_ iml_'ts haezdm_e lc_ _ _ to _ them at
home.This is the i_-_._aliced_atemem of the pclnclpleof ¢oml_ama_ cost,

respect_oits lmsitivepm'tat leut."
•Pr/_a_ of pd/_/cat¢eo_my, i_ t¥or/_, PP-_-'n. For oaae,-_ of

resort to this rde b_ dassi_ _ 1¢_ the Imbrue _ _ the
_d_dn fromtrmle,or, i. _me _t, memmr_ i_ _mm, mm_. Tot-
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Malthus had credited as a factor contributing to the prosperity
of the United States her ability to sell "raw produce, obtained
with little labor, for European commodities which have cost much
labor.''4 To this, Ricardo replied:

It can be of no consequenceto America, whetherthe commodities
she obtains in return for her own, cost Europeans much, or little
labor; all she is interestedin, is that they shall cost her less laborby
purchasingthem than by manufacturingthem herself."

This explicit statement that imports could be profitable even
though the commodity imported could be produced at less cost at
home than abroad was, it seems to me, the sole addition of con-
sequence which the doctrine of comparative costs made to the
eighteenth-century rule. Its chief service was to correct the pre-
viously prevalent error that under free trade all commodities
would necessarily tend to be produced in the locations where
their real costs of production were lowest.

In his Principles, first published in 1817, Ricardo presented
the doctrine of comparative costs by means of what was to be-
come a famous illustration, in which the quantity of wine which
required for its production in England the labor of I2o men
could be produced ir_Portugal by 80 men, while the cloth which
in England required the labor of IOOmen could be produced in
Portugal by 90 men. Portugal would then import cloth from
England in exchange for wine, even though the imported cloth
could be produced in Portugal with less labor than in England.6

Credit for the first publication of the principle of comparative
costs is generally given to Rieardo. Leser, _ however, in 1881,
assigned to Torrens the credit of discovery of the doctrine on the

[rst ed.,1836],4th ed., I858,p. 76; J. R. MeCulloch,Prine;presof political
¢c_y, 4th ed., I849, p. I47; J. S. Mill, Principles o/ political economy

[_S4Sl,_ e_ p. sss.
• M_th_, Principles o_ political economy, ISt eeL, I82o, p. 428.

s Rimrdo, Notes on Malthus" "Principles of political economy" [ zSao], Hol-

lander and Gregoryediwrs,_9_8,p.
"Prickles, Works, PI_ 76-77.

"_T_ hat.., eire anderegrosmrfSeEntdeckunggewa_ht,die abet
auchnichtanseinenNamen,sondernandendesRieardogeknfipftzu werden
l_egt... W'tr_ biergemu¢FJev:-_ Auseinandersetzungvor
urn, die _ .., _ hat...." (K Leser, U_tersuchunO_,ur
G_cb/c/_do N_o_/_A_un_e,L xS&,PP.8u-S&note)
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strength of the following passage in Torrens's Essay on the Es-
ternal Corn Trade, z8i 5 :

If England should have acquired such a degree of skill in manu-
factures, that, with any given portion of her capital, she could pre-
pare a quantity of cloth, for which the Polish cultivator would give
a greater quantity of corn than she could, with the same portion of
capital, raise from her own soil, then tracts of her territory, though
they should be equal, nay, even though they should be superior, to
the lands in Poland, will be neglected; and a part of her supply of
corn will be imported from that country. For, though the capital
employed in cultivating at home might bring an excess of profit over
the capital employed in cultivating abroad, yet, under the supposition,
the capital which should be employed in manufacturing would obtain
a still greater excess of profit, and this greater excess of profit would
determine the direction of our industry. 8

Leser's comment attracted no notice, but some years later credit
for priority in formulating the doctrine of comparative cost was
again claimed for Torrens, this time by Professor Seligman. g
Professor Hollander has replied, in defense of Ricardo's claims,
that much of the evidence in support of Torrens presented by
Seligman was not relevant or was of questionable weight; that
even after the appearance of Ricardo's Principles Torrens never
realized the full significance of the comparative cost doctrine and
never made explicit use of it; and that Ricardo's claims to pri-
ority could not be overcome merely by the fact that Torrens, in
a single paragraph, had correctely stated the doctrine "in out-
line" before Ricardo had published his Principles. 1°

Torrens clearly preceded Ricardo in publishing a fairly satis-
factory formulation of the doctrine. It is unquestionable, how-
ever, that Ricardo is entitled to the credit for first giving due
emphasis to the doctrine, for first placing it in an appropriate
setting, and for obtaining general acceptance of it by economists.
Hollander, moreover, appears to be justified in his contention that

"Torrem,An e,t,m_on the e.rten,..a/corn trade,xSzs,PP.z64-.65;e£ also
p.a_6.

"IL R. A. Seligman,"On some neglected British econ._rfists,"Ecar,o_nic
.hnoma/,X-Ill (x9o3), _41-47; rel_nt_ in 5digman, Essaya in economics.
_9_ PP-70-77.

_"Jil[_ ttollander,/gav/d Rk_,$o: a ce_aemn,y e_e, I9_o, Vl_ 0a-96.C:f.
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the doctrine was never an integral part of Torrens's thinking.
While Torrens again stated the doctrine, and stated it very well,
in at least two of his publications, la and incidentally first used
the term "comparative cost" in connection with the doctrine, TM

these later statements are frankly presented as improvements on
Torrens's earlier views resulting from the discussion of the prob-
lem by other economists. Torrens's grasp of the doctrine, more-
over, was not so .firm that he could not occasionally display con-
fusion about its meaning and implications. TM

Much of the evidence from Torrens's writings which Seligman
cites to demonstrate that he was an exponent of the doctrine of
comparative costs shows only, as Hollander says, that Torrens
accepted the argument that international division of labor was
beneficial, or that he accepted the principle that it paid to import
commodities if they could thus be obtained at lower cost than
the cost of producing them at home, a principle which I have
shown above to have had its origin early in the eighteenth
century.

The only claim to priority over Ricardo with reference to the
doctrine of comparative costs which Torrens made _4 was based
on the passage in the z8z 5 edition of the Essay already cited
above. Hollander surmises that even this earlier passage itself
may owe something to discussion of the question with Ricardo,
but until it is at least made clear that Torrens and Ricardo were

already acquainted in z8z5, not much weight is to be attached to

Esaay o_ the e.rler_ corn _rade,4th ed., I827, in a section,"Effects of
free trade on the value of money,"pp. 394-4_, first addedin this edition;
Colonimtionof Smakd_,alia, a83_pp. z48ft.

s,Sdigmanstatedthat: "NeitherTorrensnor Ricardousestheterm 'com-
l_"ativecost."This termwas introducedby Mill in his Unsettled Questionsin
t844." (Econom/c fintrna/,XXI (a9xl), 448.) Hollanderpointsout that Tor-
rein did use the term "comlgtrat/veco_" but in a differentconnection,in his
_y on tat ex/erm_corn trade, 3d eeL,xSa6,p. 4I, andclaimsthat JamesMill
firstused theword"comparative"in connectionwiththe theoryof international
trade. (Ecom_v/¢/_er_d, XXI (19IZ), 46t.) But Torrensdid use the term
"comparativecost"correctlyin the41heditionof his Esxa_on the external corn
hmlt, _ (p. _), and PAcardo,in all the editions of IrisPrinciples, had

the flmues '_mpar_e d_advant_ as tar as regardedcompetitionin
ma,_'_i_"(Works, p. xoO and "_m-ative facility of ... produc-

tion" (G/d., p. _). Terminoleo_ usageby the classicaleconomistsmust
havebeenso iaflmmedby their oral &semsionsas to makethe reczrdof
_ in prim lmvelittlebearingonthequestioaof txlc6ty inzm-

_¢_. _ S. 4e74L
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this possibility. On the other hand, Torrens's own claim to pri-
ority should not be given too great emphasis, since Torrens was
erratic both in his claims and in his acknowledgments, and could
be abundantly quoted against himself, aj

Ricardo's illustration implies a number of important assump-
tions which, in conformity with his usual practice, he never ex-
pressly states. His conclusions have been criticized both on the
ground that they do not follow from his assumptions, and on
the ground that the assumptions necessary for the validity of his
conclusions are unrealistic and that with their abandonment or
correction the conclusions would cease to hold. It is more or less

obvious that Ricardo based his analysis on the following assump-
tions: ample time for long-run adjustments; free competition;
only two countries and only two commodities; constant labor
costs as output is varied; and proportionality of both aggregate
real costs and supply prices within each country to labor-time
costs within that country. Those criticisms or corrections of
Ricardo's analysis which do not involve a rejection of his assump-
tions will be examined first, and the more fundamental criticisms
which question the validity of his assumptions will be dealt with
later.

H. TH_ Dn_saoN oF T_E GALV¢raoM T_z

An _aAleged Error in Ricardo._Rieardo has been charged
with claiming, on the one hand, that all the gain from trade
goes to one of the countries 1 and, on the other hand, that all the
gain goes to each country, s instead of finding it to be divided
between the two countries_

_C£. e.g., Torrens,Tracts on fumact and tradr, no. a (z85a), zT: "In l_s
chapterupc_ foreigntrade, _ profotmdand originalwriter [i.¢., Ricardo]
prolxr_ _w the 6_ time,the truefl_eory_d _ _" Tor-
rein, it is true,al_y has referencehere ratherto the terms of trade
que_/m, than to comparativecos_ but he had aho claimed la4ority with
respectto terms of tradedoctrine.

l'Iu the vi_ of the questionpresemed1_ Mr. t_/cardo,the advantages
derivedfromforeigntradewere¢_S__,_ to md_vme o_ time _._ (Tot-
rein, T_ _i_j md _ _ of $/r Rd_ P_/'_ Act, jd e_,
xSsS,treh_ to al e_ la_ xllt-xlv.) T_ mm ¢harae h reiamedby J. W.
An_elk T_ t_ory of _ _r/ca, _Oa6,p_ S_ note;67,

"_Mr. _... _ ex_m_l hlm_ _ if_h of the two
emmria mak_ t_ exc_ _mate_ aamed t_ _e a the _
betwemthe _ corn d the two eoumdi¢_ ia om ¢om_ aad _a
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The data given in Rkardo_s arittamtical l_m'ration are as

folkn_:

Amoamoflaborreqnired
f_ _ a unitof

C0,at_

W'me

Portupl ........... 9,) 8o
]g_la_d ............ I¢ID i2o

In octb.r tlmt all the benefit from trade should go to England,
English cloth must exchange for Portuguese wine in the ratio of
I unit cloth for 9/8 unit wine. In order that all the benefit should
go to PortugaJ, English cloth mast exchange for Portuguese
wine in the ratio of x unit d0th for 5/6 unit wine=But Ricardo
states that English cloth will exeh-_age for Portuguese wine in
the ratio of x cloth for r ,a6ne: '"l"lms England would give the
pm(haeeof the iaixx of ioo mm [= I cloth] for the produce of
the labor of 8o [= x wine]. '"! At this ratio, the gain would be
divided apt-_ximmdy evenly between the two countrie_ Ricardo,
therefore, was guilty of m4ther error attributed to him.

James Mill, in the first edition of his E/em_t_ of political
,co.omy, did emmnit the error o/ __ all the gain to
ea_ of the tmmtries, bat be _ it in the third edition,
Ig_-_6:F.imaali at one time attrRamd the error to Rieardo as

as to James Mill and on the stnmgth of a suggestion of
Torrem's r--;sedthe question whether it was not James Penning-
ton who first ixn'ceivedand ¢orr--',_edthe error.I Sraffa,° in reply,
pointed oat that Ri'cardolind am lama guilty of the error, and

"_m, ]ltiikEim,_r _ _,s_m,,_, zsted.,zS=t,t_ 86-87;_1 e_L,
_bglz _a.

"L. _ _ l_mi,mm f .ham Mill: aa earlycorm:rio,of
_anb,"_ _ _ _ _ O_-_). _¢_4-,."_ p. $n_a. "A__ cwtmim d Ri_m_" _b/g._ andF.imudi,
_d Scda_saeeaa__.L,S44_S,Cf.alsomy reviewofAnSdI's
T'_a M _ pv_sinthelm, ad of t_li_ eco_. XXXW
(_aO.ea_ _,_e I IJ _,=b ahas_m _ ,m n0t_ of this
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that J. S. Mill, in his Autobiography, 7 had stated that his father
made the corrections in the I8:t6 edition of his Elements as the

result of criticisms made by himself and by George Graham
in I825.

Another co-worker of J. S. Mill's, William Ellis, a early in the
same year, I825, had presented an arithmetical illlustration similar
to those used by James Mill, and had concluded therefrom that
the gain would be equally divided between the two countries.
It seems, therefore, that the error was detected about the same
time by several members of the group associated with James Mill.

Relation of Comparative Costs to the Terms of Trade.w
In Ricardo's illustration, the two commodities exchange for each
other under trade in a ratio almost exactly halfway between their
comparative cost ratios in the two countries. 9 Ricardo does not
indicate whether he regards this precise ratio as required by the
conditions of the problem as he had stated them, or how the
actual ratio would in practice be determined. Ellis in I82 5 and
James Mill in I826 also stated that the gains from trade would
be equally divided between the two countries. McCulloch pre-
sented the doctrine of comparative costs in terms of an arithmeti-
cal illustration under which the ratio of gain was equal for both
countries. 1° It is doubtful whether these writers attached any
special significance to these arbitrary u terms of trade, since in
the early writings of the classical school, and especially in the
works of Longfield and Torrens, recognition can be found of
the fact that the location of the equilibrium terms of trade was
variable and depended on the relative strength of the demand of

•J. S. Mill, Atdobiogvapky,x873,pp. _-aa.
""Exportationof machinery,"We_tmiaister eerier, III (I825), 388-89.
"Ricardostates thatcloth andwine willexchangefor each other in the ratio

of z cloth for z wine. Theratioexactly halfwaybetweenthe ratiosof con_ra-
fivecostsd thetwoconsmoditiesinthetwocomRrieswouldbez clothfor
47 wlne.
48

'*Pr_plt.s of pol_ .co,_omy,4th ed., z840,p. l_ (alsoin earliere_
dom).

_ Ce,bowem-,..",._ :T'k,,'o,7d _ ._'_,-*,p.aoS:
He [i,e.,A,'_'lleLorm] seemsto hotdthat _ _ will be

f_tedmi6_sybetwemehetwopoimsof mmdmmnm_lmini.._ mdv-,for
omeco_-_O',studdseoeber.T"e_om _ bet,',_psded,_, as

a iqgCmme_hmloa fi_ra the taimifle ot ¢mapanaivec_a_
J. g Mitlohddt.hsaee saim wouldbe divi6al _mll_ m0re o_a thaa is any

otherslmcificratio.Cf. m_ _ 3aS,aom 7.
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the two countries for each other's products. Pennington, how-
ever, seems to have been the first explidtly to point out in print
that the comparative costs set maximum and minimum rates for
the terms of trade, and that within these limits the operatk_n of
reciprocal demand could fix the terms of trade at any point- TM

Torrens had long been insisting vigorously that the terms of
trade were determined by reciprocal demand, and his emphasis on
this in connection with the tariff controversy in the i84o's Is had
aroused considerable opposition on the part of economists who
found Torrens's application of it as an argument against unilateral
reduction of tariffs distasteful. The interest aroused by Torrens's
discussion'led J. S. Mill to publish in 1844 some essays written
in 1829 and I83o, of which one dealt with the same problem.
It was from his exposition in the Essays," repeated and devel-
oped later in the Principles, 15and not from Longfield, Torrens,
or Pennington, that later economists took over the doctrine. No
country would give in exchange for a unit of a foreign commodity
A more units of a commodity B than it could produce at a real
cost equal to that at which a unit of A could be produced at
home. The comparative costs set the limits, therefore, within
which the two commodities could exchange for each other, but
the actual ratio is set by the reciprocal demand of the two coun-
tries ,for each other's products. The greater the demand for B in
terms of A in the country with a comparative advantage in the
production of A, the closer, other things being equal, would the
rate of exchange of A for B approach to their relative costs of
prodt_tion in that country. The greater the demand for A in
terms of B in the country with a comparative advantage in the
production of B, the closer, other things being equal, would the
rate of exchange of A for B approach to their relative costs of
production in this other coantry. Under equilibrium conditions,

1. _J_e_____ A letter.., omtht iml_tati_a of torti_ntcor_, I84_
PP.,_-4x. C£ also J. S. Mill, E_ays on _ ¢r.setlled q_io_ (written
t_ag-3o), x844,g _a.

=_ in _ budget,zg4z-44,l_im.
"_s om_ m_etaed ¢aestio_, xS_ F-my I. Mm d_ms for himsdf

not _he original conception,but only the elaboration"of the _ lflayed
r,_,_,_d demand.(I_, Vteh_ p. ,i.) He sa_ that this questionwas not
dealtwith 1_2.Rimrdo,'_atho,havi_ a _¢m:e to ¢n_e, hadnot time,or _
to_ hlnmlf _th math more_aa the _ ¢¢imlt_" (/b/_, p. S.)
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however, the wd_e of the exports must equal the value of the
imports. Of the posra'hleratios of em:hange between A and B,
that one would he the actual ratio which made it possible to meet
this condition, i.e., that ratio at which the quantity of A offered
by one country would equal the quantity of A which the other
country would be willing to take.

Trade at One of the Limiting Ratios.--Nicholson later
pointed out, with the aid of a series of arithmetical illustrations,
that if there were only two countries and two emmnodities, and
if the relative magnitudes of the two ommtries were not the
same, the terms of trade would probably settle at or near the
comparative costs of the larger country, i.e., the smaller country
would get all or r____xlyall the gain from trade. He suggested
that the omission of considerationof the rdatlve size of the two
countrieshad resulted in some measureof confusion in J. S. Mill's
analysis,le Graham has more recently repeated this argument,
although without reference to Nicholson. Graham has carded
the argument further by pointing out explicitly that approximate
equality in importanceof the _ties as well as of the coun-
tries was necessary if under the conditions stated each country
was to get a substantial share of the benefits from trade.17
Grahamasserts, on the basis of this argument, that the situation
which to J. S. Mill was only an "extreme and Iratelyo_ceivahle
case," namely, that all the benefit should go to one of the eem-
tries, was, under the conditions of constant costs, only two coun-
tries, and only two commodities, rather the normal case. He
agrees with J. S. _ that division of the benefit is the normal
case, but only because ordinarily more than two commodities
enter into trade, so that when the terms of trade are moving
against a country becanse of ex_ export of one conunodi_,
it begins to export other emmnodities in which its comparative
advantage is less, and thus checksthe adverse _t of its
terms of trade. He concedes, however, that tkastablehas recog-
nized theseprobal___dfiesin trade betweena small and a large
country, but criticizes his rammerof dealing with the problem?s

Graham'sre_mi_ ts sound, but his cdtidsm of J. S. Mill is

WF._ _ 'T_ tlm_ e_iatmmim_ vahmt_mmimd._ _ty

=Ibid.._ (_.6_
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only partially justified. The passages in Mill's Principles which
he attacks are quotations, presented as such, from Mill's Essays
written long before. In the same chapter of the Principles in
which these quotations appear, in a section first added in the
third edition (i85e), Mill explicitly raises the same problem, and
gives the same answer as does Graham. He asks why, in a par-
ticular illustration given by him, he should assume that trade
would result in _he benefit being divided instead of all of it
going to one of the countries. He answers that in such a case
the country which gets all the benefit from trade would probably
find it to its advantage to import from the other country addi-
tional corhmodities in which that other country had a comparative
advantage, although a lesser one than in its original export com-
modity, in exchange for additional quantities of its own export
commodity, until a state was reached where the other country
no longer produced any of the commodity which it imported and
the terms of trade had become such as to divide the benefit be-

tween the two countries. "And so with every other case which
can be supposed. ''1° Pennington had already, in 184o, pointed
out that the entrance of more commodities and more countries

into trade would tend to prevent the terms of trade from estab-
fishing themselves at a point at which all of the gain goes to one
of the countries, j°

The Possibility of Partial Specialization.--Graham _t dtes
as another error in Mill's analysis, the following passage:

Cost of carriage has one effect more. But for it, every commodity
would (if trade be supposed free) be either regularly imported or
regularly exported. A country would make nothing for itself which
it did not also make for other countries._

Graham shows flm__tif trade is at one of the limiting ratios
this is erroneous even on the assumption of constant costs, since
a country which trades on terms corresponding to its own relative
costs of production may be, and is likely to be, producing at home
some portion of its consumption of the commodity which it im-
ports. It seems dear, however, that while Mill at first held that

mpri_dl, tt:, AshleyerL,p. 6ox, note.
BA letter.., on the b_t,ortatio_of foreigncorn, I84o,p. 4z.
a_ "The theory of internationalvalues re-examined,"/oc. ctt., pp.

eT_.
"1_i11,P_, Aflt_--ye_L,p. SS_.
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complete specialization would necessarily follow from free trade
in the absence of transportation costs, he later adhered to it only
on the assumption that trade did not take place at one of the
limiting ratios, when the proposition would be correct. In correct-
ing, in the third edition of his Principles, his earlier doctrine
that with trade in only two commodities the terms of trade would
ordinarily be such as to divide the benefit between the two coun-
tries, he also corrected this error. In the case which he assumes of
trade at one of the limiting ratios, he makes one of the countries
specialize only partially in the commodity which it exports. If
Germany had a comparative advantage in linen and England in
cloth, and if at the ratio of exchange equal to their relative costs
of production in Germany the latter was willing to take more
cloth than England could supply, then if no third commodity
entered into the trade "England would supply Gi-_rmany with cloth
up to the extent of a million" and "Germany would continue
to supply herself with the remaining 2oo, o0o by home produc-
tion. ''za Whewell had previously shown, on the basis of Mill's
own illustrations, that on the assumptions of constant costs, only
two commodities, and only two countries, one of the countries
was likely to find itself in a position where it derived no gain
from trade, and that such country might specialize only partially
in the production of the commodity in which it had a compara-
tive advantage. _

Graham points out that Bastable also asserted the impossibility
of only partial specialization under conditions of constant costs,
only two t_untries, and only two commodities. _ Here again, how-
ever, he has not read his author carefully enough. In dealing
with what he calls the "special case" of trade between a small
and a large country Bastable had dearly, although in_consistently
with his general denial, asserted the possibility--as far as the
context indicates, perhaps even the probability--that the larger
country will only partially specialize in the production of the

=Mill, _ip/e.r, Ashley_ p. 6ox, note.

¢¢oaomy.Secondmemoir,"T_tio_ of the C_ge P_loso_al Soci_,
IX, part I (_6), :4L This mem_ was read in 18So,and_ic, i_1 in the same

Bastal_ _ t_eory of iato_io_ L,al¢, 4th _ _ I_ _, IS, r/7, rig
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commodity in which it has a comparative advantage) e In I897,
moreover, Edgeworth criticized Bastable's position, and showed
that Mangoldt had long before demonstrated the possibility of
partial specialization by one of the countries, _ and in an appendix
added in the third edition Bastable conceded his error. 28

Ricardo had supported his argument for the benefit of inter-
national specialization in accordance with comparative costs by
the following analogy with trade between two persons

Two men can both make shoes and hats, and one is superior to
the other in both employments; but in making hats, he can only
exceed his competitor by one-fifth or 2o per cent--and in making
shoes he can excel him by one-third or 33 per cent ;--will it not be
for the interest of both, that the superior man should employ himself
exclusively in making shoes, and the inferior man in making hats?

Pareto, citing this passage from Ricardo, argued that it was
erroneous in its implication that complete specialization would
necessarily be advantageous, as compared to no specialization at
all. He showed by means of arithmetical illustrations that com-
plete specialization would under some circumstances result in
more of one commodity but tess of the other, as compared to no
specialization, and that, depending on the relative demands for
these commodities, the increase in one commodity might not be
sufficient to offset in value the deficit in the other commodity, e°
This has occasionally been interpreted as a partial rejection of
the principle of comparative costs as an argument for free trade. 81

mBastable,/b/d_,p. 43: "It thereforefollows that the productionof both x
andy will continueto be carriedon in B, while A will give its entire efforts
to the productionof y, and will thereforeobtainalmostthe entiregain of the
trade." (The samepassageappearsin the _1 ed., z897,p. 43.) Bastablesays
"almostthe entire" insteadof the e_tire gain, becausehe is a_sumingthat y
is prod_e_ in B at d/fferentcostsof production,and thatit is therefore"prob-
ablethat B willrece/vesomeadvantage,sincethe productiono_the mostcostly
pm_t_afy will be _ by it."

_E,ds,ewo,_ _ d _ ed..of BasmbZe,Ec_ iou,'naZ,V'ZI (z_O'),
N_ _d a_o ___l om the VoraCity of part_ _oa

in tlz _ year. (_'p/es, II (z897), _)
"CL Ba_z_, Theor_ of i_,_ional trade,4th ed, z9o3,g_ t?_ note.
mP,_,dplex,Works. p. 77,,ore.
**V.Pareto.Mwaueld_conomiepoli_p_, ad e_, 19_, 1_. 5o7-z4.

_, e.g.,.A..nSelZ,Th_ of/__ pv/ces,p. 2_, who_rs thatPareto
dm_n _tnt _ doe, no_ lead to a total outputwhich is necessarily
Wnmtm'in "m_me_m that securedundm-_ _.--_Hm,and th_ the priu-

d _ costsise_exe_ore"notm_rsaZ in_ az_l_ and
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If it were so intended, it could, of course, easily be refuted by
showing that specialization in accordance with comparative costs,
to the extent that such specialization would tend to be carried
under free trade, would not, under the conditions stated, result in
a loss. But it seems an injustice to Pareto to interpret him in this
way. His criticism appears to be directed only against the propo-
sition that complete specialization is necessarily profitable as com-
pared to no specialization. Pareto himself shows that where com-
plete specialization would not be profitable it would not take place
even under free trade,u

Ricardo's statement that it would be to the interest of two

individuals to specialize completely if each had a comparative
advantage in the production of one of the commodities seems an
inadequate basis, moreover, upon which to convict him of the
belief that complete specialization would necessarily be profitable
to each of two countries if they had comparative differences in
costs of production. It so happens that the sentence cited by
Pareto to show that Ricardo held this belief follows immediately
in Ricardo's text an express stipulation that partial specialization
by one of the countries is a possibility:

It will appear, then, that a country posse_sirqgvery consideral_e
advantagesin machineryand skill, and which may therefore be en-
abled to manufacture cxmanoditieswith much less labor than her
neighbors,may, in returnfor such commodities,importa por6oa of
the corn required for its consumption, even if its land were more
fertile,and corn could be grown with less laborthan in the country
from which it was imported.=

Another writer, A. F. Bums, later repeated Pareto's demon-

*'_, Wor_, p.77,n_e. (Imlks notin_ text.)-Itmy rwm_-
abb,beobjec_ that_ wu nota,d_'.i__ot}_ ¢_,tant eostmmanpcion
in hisx_,mee _othe pcmil_ a_Xmmi.l.t_a_aaou in the_oducaouof
coca, lintthe im4aCe,S/vm its Io_i_ ia gkardo'steag _n,es at laJt to
_a,w eat he was eat _et_ any em0mie ea _ _oa as a
neceuaryresultof _ ta aemrdamewitheoattaemi_advaataU.

WickseU,ia a reviewof Paret_tgreedthat tfthe _ weeeaot of
eCal _mnm_ tl_,e woukl_ ealy gm_ _ehrmt_ tm he_-

(I am halelaedte G.L Stt0er_t thi, rderem_) "
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stration that complete specialization may be unprofitable.8' This
writer goes further, however, than did Pareto, for he definitely
argues as if specializationalong the lines of comparative advan-
tage necessarily involves complete specialization, and then claims
that whenever such specialization results in more of one com-
modity but less of another it is impossibleto show that free trade
has been profitable. He overlooks the fact that if the specializa-
tion is voluntary it will not be carried to the point where the
marginal unit exported is worth less on the market than what is
obtained in exchange for it, and, therefore, that while there may
be no profit from trade for one of the countries under the con-
ditions stated, there must be profit for at least one of the countries,
and there can be loss to neither, if in each country the prices of
its own products are proportional to their real costs.

HL TRADEXNMORgTHANTwo CO_tMODtTmS

The problemsconnected with the doctrine of comparative costs
have usually been examined under the simplifying assumptions
that there are only two commodities and only two countries, in
the belief that while the introduction of more commodities or
countries into the problem would complicate the analysis it would
require no serious qualitative change in the conclusions reached
on the basis of the simplel assumptions as to the nature and"
profitability of international speeialization.1 This position seems
to me substantiallycorrect, although certain problems relating to
ford_ trad_ tend.to he neglected when these assumptions are
followe_L

Graham has, however, put forth the claim that because of its
adlama_ to the assumptions of only two countries and only two
commodities, "'the classical theory of international values seems
. . . to be open to grave objections, objections which, while they
do not subvert its foundations, nevertheless call for a substantial

a A. F. Bum, "^ noteon eomparatlvecosts,"Ouar_y iowr,uaof eco-
mm/_, XLII (_ag), OS-S_ C.Ltheedticima dhis a_mmm byG. Haber-
Itr, Tat tlmmT0f__vt ¢mtmat more.,"/b/d,XLIII (xga9),_o-8i,
taxl by _ ia_att writer,"Coattmati_ costs: a rejoinder,"/b/d.,XLII

'¢X I- $. lliIL Pnhd/_,, _Itl_ d., _ Sin: "trade moa, any nam_
d mamri_aad ia atrj mml_ _ aammditi_ mmt take#ace oathe sam,
ammial _ as tradebetwteatwo _i_ andin twocomtao_'ti_."
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modification of its conclusions, ''* and in a later article s he has
expressed his criticism in still stronger terms. Some of his criti-
cisms are well taken, and expose genuine weaknesses in the classi-
cal expositions of the theory. As Graham explains, however, his
objections are mainly directed against the reciprocal-demand the-
orizing of J. S. Mill and Marshall, and not against the doctrine
of comparative costs, which is alone the concern of this chapter.
The classical economists, moreover, departed from the rigid as-
sumption of only two commodities more often than Graham
would lead one to suppose. Several instances, in which analysis
in terms of more than two countries bore on the relationship
between comparative costs and terms of trade, are examined
below.

Longfield appears to have been the first to attempt to extend
the Ricardian analysis so as to deal explicitly with more than two
commodities. Where there are only two commodities, then, given
the comparative costs, there is no question as to which commodity
each country will respectively import and export. But when there
are more than two commodities the question as to what com-
modities will be exported and what imported by each of the coun-
tries cannot be so readily answered. Longfield's solution, although
not entirely satisfactory, approached closely to what later became
the accepted one. He abstracts from transportation costs, and
from all elements in real costs but labor costs, and assumes tacitly
that when trade is under way all prices will be identical in the
two countries. He then assumes tentatively that wages in each
country are uniform in all occupations. He offers, apparently
without realizing it, several different and inconsistent solutions.
He first asserts that wages in the two countries will he propor-
tioned to the a_eeage productivities of labor in the two countries.
If English labor, presumably before trade, is on the average three
times as productive as French lalmr, and therefore English money
wages three times as high as French wages, then in all those
L,Idustries in which Eaglish labor is, say, four times as productive
as French latxa" moa_ costs will be comparatively low, and these
commodities will be exporl_; while in those i_ in which
English labor is not more than twice as productive as French

*F. 1). Gralma, "The theoryof __ values to-examine" 0_.ert_
0/rt_m_s, XXXVIII (_), S4-S._
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labor, money costs will be comparatively high, and these corn-
modifies will be imported. "Commerce will flow according as the
proportion [of labor productivity] in particular trades is below
or above the average proportion.''4

Later he argues that if, while England was exporting the
product of industries in which her labor was twice as productive
as that of foreign countries, she acquireda threefold superiority
in some other new industries, then her greater superiority in the
new industries would make the old ones unprofitable.Labor in
the old industries would have to be paid at the same rate as in
the new, or at three times the rate prevailing abroad, and as its
productivity in the old industries was only twice that of foreign
labor, foreigners could produce the old products more cheaply in
terms of money costs?

Still later he provides a slightly different solution:

• . . if a nation enjoyed an immensesuperiorityin the production
of two or three articles of very general demand, the wages of her
laborersmightbe, in consequence,so high that she couldnot compete
with the rest of the world in any othermanufacture,undera system
of free trade. Let us supposethe productivenessof English labor to
be ten times as greatas thatof any othernation,in the productionof
tin, calico, coals, cutlery, and pottery. The wages of her laborers
will, in consequence,he muchgreaterthan those in any other nation;
su-_ them eight timesas great, and supposethat English laboris.
only twice as productive as foreign labor, in the manufactureof
othercommodities.These latter, therefore,will be fabricatedin the
rest of the world, at the fourth part of the price which it will cost
to make themin England.e

Longfield here presented correctly two important dements of
the correct solution, namely, that for each country the commodi-

¢_rted would be in the upper and the commodities imported
would be in the lower range of its potential productswith respect
to ¢mnlmative advantage in real costs, and that comparative
money wage _ates in the two cotmtrles would determine the pre-
cise line of division between extx_ and import commodities.
Where he failed, however, was in not providing a satisfactory
explmatioa of the mode of determination of the ratio between

5'
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wages in the two countries. His first two solutions are both obvi-
ously arbitraryand incorrect. Wages in the two countries would
be proportional neither to the average productivities in all pre-
trade employments, nor to the productivities in the two countries
in the relatively most productive employment of one of the coun-
tr/es. His final formula, where he makes the wage rate in England
exceed the wage rate abroad by a somewhat smaller ratio than
the ratio of superiority of English labor over foreign in those
employments in which Engtand is comparatively most efficient, is
correct as far as it goes, but is insufficient basis for a definite
solution of the problem. This was an important step forward, but
Longfield's contribution unfortunately attractedno attention, and
other leading writers did not deal at all with the problemof what
determines the relative level of money incomes in different coun-
tries or acceptedan unsatisfactory solution offered by Senior.

Senior argued that within any country the level of money
wages in all occupations--proper allowance being made for dif-
ferences in the attractiveness of different occupations---was de-
termined by the wages which labor could earn in the export
industries, and that the comparative levels of wages in Lheexport
industries of different countries were determined by the compara-
tive prices which the export products of the different countries
could command in the world markets._Thisbecame standard doc-
trine, although it left unanswered the question, given more than
two commodities, as to how it was determined what would be the
export industries. The prevatling level of wages would ob_ous_y
be a factor in determi_rag which industries could find export
markets for their products. But to explain the determination of
which industries should be export industries by reference to the
general wage level, and to exptain t,_e general level of wages by
reference to the level of ,gages preva_mg in the export industries,
would obviously be reamaing in a drele. Senior's argument saf-
riced to show that under equilibrium eond_tious wages in the
non-export _must be equal _ wages in the expm.t indus-
trks and that wa_ in d[_ co,m_, m_,t be _
to the ,v_h_epro_vitles of labor m the eq_rt _lm_ of
the _ _ Semor h_ to show, however, that

•.. w. a,,.,.t
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wages inthenon-exportindustrieswere determinedby wages in
theexportindustriesinsteadof both setsof wages beingthe
common product of a number of factors.

In the writings of Ricardo and the two Mills no approach to a
solution of this problem is to be found. Torrens, in an elaborate
discussion bearing evidence of indebtedness to Senior and Long-
field, made some progress. He pointed out that the extent to which
a country could confine its exports to the commodities in whose
production it was at or near the upper limit of its scale of com-
parative advantage depended on the extent"of the foreign demand
for these commodities. The wider the range of commodities which
it had to export in order to employ its labor to the best advantage,
the lower, other things equal, would be its relative level of money
wages as compared to other countries, s Cairnes also attacked the
problem, and reached the correct conclusion that while the general
level of wages and foreign trade were intimately connected, the
connection was one not of simple cause and effect operating in a
single direction, but of joint dependence on the "productiveness
of industry" as a whole and on the demands for different com-
modities* He left vague, however, the precise nature of the inter-
relationships between productivities, wage levels, and international
specialization.

A minor writer, P. J. Stirling, attempted to deal with the
problem,_°but did not carry it as far as had LongfiekL He claimed -

that the two countries would find it to their interest to exchange
at each other's "par," or on terms proportional to the cost of pro-
duction of the exchanged commodities. "The terms of the ex-
change are regulated by the relative effafiency of the labor of the
two countries in the production, not of all commodities, but of

those mmmoditi_ in the production of which their efficiency is
most _arly equal." He thus assimilated the theory of interna-
tiomt[ value to the theory of domestic value, completely where
there is some product whose cost is identical in the two countries,

• R. Torre_ C_os_ios d So_/s Au_ra/w, _ p_ z4&7_ andespecially
Ze_4 What is hereSlveni. to be _ u an _ of _e gen-

eraldHtte_ Terrem'sargumentnahw titan a elme lmraphraseof his actual

this out. (I_ md _ tradt, x9_1,p. a&.)
_P. }._ _ _ aldCd#_m _ _n_, xs_, pp.
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and approximately where there is no such product. He presented
the following case:

i,ooo days hilx_rwill tm_duo_in
,_/and altr_o
$o iron $o iron
25 tin 4oo silver
So wheat too wheat

xSo cloth 75 cloth

Tin and silver are commodities peculiar to England and Mexico,
respectively, and iron has identical costs in both countries. Eng-
land will export cloth and import wheat, in the ratio of I 5o units
cloth to xoo units wheat, or the reciprocal of the ratio of their

costs of production in the countries where they can be respectively
produced at a comparative advantage. Although he does not ex-

pressly say so, silver and tin will also presflmably exchange in
the reciprocal of the ratio of their costs of production, or 40o
units silver for 25 units tin, and iron will not move in trade. He

says that if the English output of iron should increase to 55 units
per iooo days labor, other things remaining the same, then the
rate at which English cloth would exchange for Mexican wheat
would be x5o units cloth for I Io units wheat, which, it will be

noted, makes the double factoral terms of trade with respect to
these two commodities conform to the reciproeal of the ratio

between the costs in the two countries of the commodity, iron, in
which these costs approach most closely to equality. This is of

course a purely arbitrary solution. But it has at least the one point
of merit that it posits that the commodities which each country will
export and import, respectively, will lie in the upper and the lower
range of its series in terms of comparative advan_ge.

The necessary further step toward a satisfactory solution was

taken by Mangoldt. _ He shows that, cost of production being

regarded as constant, e_eh country will specialize in the produc-
tion of a group of one or more commodities, that the commodi-
ties within each of these groups will exchange for each other in
proportion to their real oosts of production, and that the terms

on which the commodities bdonging to the two differmt groups
will exc.hange_ r each other will be determined by _-e effect of

_H. _ u_ldi. _ _ _-t_.u_-t, at ed, _S_, pp.
mCe_o. I follow here _th's _ smmm_ and eomm,_hcy. Paints
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the reciprocaldemand of the two countries for each other's export
commodities on the relative money rates of remuneration of the
productive factors in the two countries. To find a basis for de-
termining which country will export any particular commodity.
Mangoldt posits the existence of a commodity such that, when
its real costs in each of the respective countries are multiplied
by the rates of remuneration prevailing there, there will result a

.t,'

.o' .dw

O'- .o" d

g'° C

b- b

0" O .¢,

.o*
.O •

O- O _

.o"

'Ca._rr VIII

money cost which is equal in both countries. Mangoldt presents
his argument by means of laborious arithmetical illustrations, but
it se_,s preferable to expound it with the aid of Edgeworth's
ingenious logarithmic illustration, which, among other advan-
tages, dispenses with the necessity of positing a commodity which
is just on the margin of export or import.

Let the two columns of letters on either side of the vertical
line in chart VIII (a) represent the logarithms of the real costs
of the commodities a, b, e, d, e, in the two countries, with the
left-ha_ column representing costs in country I and the right
hand eoltmm representing costs in country IL Locate the points
a, b, c, d, e by marking off from a fixed point o the logarithms
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of the real costs of the respective commodities in country I.
Assume that the right-hand column can be made to slide freely
up and down while the left-hand column is held rigid. From any
fixed point o' on this sliding column mark off in the same way
and on the same scale as for country I the points d, b', c', d', e',
representing the logarithms of the real costs of the respective
commodities in country II. Slide the right-hand column up or
down to make oo' equal the logarithm of the ratio of wages in
country II, (zv,), to wages in country I, (wa), so that

oo' -- log w*---2_,
W#

patting o'below o when wages in country II are lower than wages
in country I, as in Chart VIII(a), and patting o' above o when
wages in country II are higher than wages in country I, as in
chart VIII (b)._ The relative rates of wages in the two countries,
and therefore the distance of o' below or above o, will he deter-
mined by the reciprocal demand of the two countries for each
other's products, which in turn will be partially determined by the
comparative costs. Real costs in the two countries remaining the
same, any shift in their reciprocal demand for each other's prod-
uets would result in a change in relative wages in the two countries
and therefore in a corresponding shift, upward or downward, in
the movable right-hand column in chart VIII(a). If the demand
of country I for country II's products in terms of its own prod-
ucts increased, other things remaining the same, the right-hand
column in VIII(a) would slide upward, and vice versa. The
verticaldistances from o, when the right-_handcolumn is adjusted
properly,of thepointsa, a',b,b',etc.,willthenshow the
logarithmsof the money costs of productionof the different corn-
modifies in the two countr/es in terms of a common currencyunit

Since the reciprocal demands are not shown in this chart, it
does not show how the comparative wage rates are deternfined.
It shows, however, Liven the real costs in each country and the
compara_vewagesas deuTmhedby reclpro_ demand,what

eachcountrywinexportand import,nspect_y,

eqml/a*_comU_theales _ weeldbem_amloaElo'weMbe
eua levelwlthee:heti_r.
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and on what terms. If the wage rates are as indicated in chart
VIII (a), the money costs of production will be higher in country
I for commodities a, b, and c, and lower in country I for com-
modities d and e, than in country II. Country I will therefore
export d and e, and import a, b, and c. The commodity terms of
trade as between each pair of export and import commodities
will be indicated by their comparativeprices: e.g., the number of
units of commoditya obtained by country I in return for x unit

ant,log od ,
of d will be _ _a" the number of units of b obtained by

country I.in return for one unit of e will be antilog oe and so
antilog ob"

forth. If there were a commodity with equal money costs of pro-
duction in both countries, that commodity might be exported or
imported by either country, might not move at all in foreign
trade, or might be exported from one country to the other while
being produced in both countries, quite consistently in each case
withtheconditiomstatecL

Whatever commodities country I will export and whatever
ones she will import, the ratio of the logarithms of the real costs,
and therefore also the ratio of the real costs in country I to the
real costs in country II, will be lower for each of the commodities
exported by country I than for any of the commodities imported
by country I. Thus in (a) of the above chart, where country I ex-
ports commodities d and • and imports coaanodities a, b, and c,

od oe oa ob oc,t But as
and o_ are both smaller than _ o-_' or

Edgewor'-..hpoh'_ out 4�Ð�theory bringsinto view an incidentwhich is apt to be masked

as long as we confine ourselvesto the case of two cc_odities,...
namely, that it is not in general possibleto determinea pr/ors; from
a mere obsm-_,atioaof the [real] costs of productionin the respective
commies before the openingof the trade,which commoditieswill be
importedand which producedat home.... Thus if o' in the figure
bepushedup a Erde, the distancmo'd, db', etc., being preservedcon-

=CL Er _m_r _d _ .mr_ _ rmreSme_ _a,od of deallr_wlth
tl_ _m_ l_aeder. _ the_y o_cor_an_ive¢o.to_e more,"O_Y
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stant, e will become an export (from country no. I) instead of an
import. But the position of o' depends not only the cost of produc-
tion in each country, but also on the law of demand in each country
for the different commodities.

This can perhaps be more dearly brought out by a comparison
of (a) and (b). The scales of comparative costs are the same in
both (a) and (b), but because of different reciprocal demands
in the two cases the ratio between wages in country I and wages
in country II is higher for (a) than for (b). As a result, coun-
try I exports only commodities d and e in case (a), as compared
to commodities, b, c, d, and e in case (b).

Iv. TRADE BETWEEN MORE _THAN TWO COUNTRIES

The older writers rarely departed from the simplifying asstanp-
tion that only two countries participated in foreign trade, and
there are therefore only a few instances to be examined of dis-
cussion of the problems of international trade in terms of more
than two countries.

William Ellis, in an attempt to meet the argument current ha
his time that England would suffer injury if competition with
her staple export industries should developabroad, introduced for
the first time a third country into arithmetical illustrations of the
type used by Ricardo and James Mill in their exposition of the
doctrine of comparative costs, x He began with England and
France engaged in trade, with England having a comparative
advantage in cottons and France in silk. He then showed that the
entr__nce into the trade of a third country, Brazil, with a compara-
tive advantage in sugar, did not result in a loss to England. This,
of course, did not meet the issue, and to have made his point he
would have had to sho_ that England could not lose from the
entrance of Brazil into trade even if Brazil's comparative advaa-

was in the same commodity, cohort, as F__'s.=

t*'EXlmrlat_ of _," Wt_ ew/ew. HI (_$), 39o.
"CI. N. W. Se_cf, 2"kree_ _ t,_ coad _ _,

Ma_ _ ha_ _ am _, _,._= _ be ininred1_ _

a_e wmequen_ _ld be, _ ,m sbo_ beaide _ iJ_m _ _pl_ oi
eocaa_ trom C,_mmayor Frame at atm _am_ tim it _ m to
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In his only reference to a third country, J. S. Mill first con-

sidered the effect on the terms of trade of England with Ger-
many of the entrance into trade of a third country exporting
the same commodity as Germany, namely, linen, and concluded
that in consequence England would get her linen more cheaply in
terms of English cloth_ He then assumed that the third country
produces neither linen nor any other commodity in demand in
England, but has a demand for English cloth, and produces corn-
modifies which are in demand in Germany, and concluded that
here also England's terms of trade with Germany would improve
as the residt of the entrance of the third country into trade, as
Germany would have to induce England to take more of her linen
in order to obtain the means of paying for her imports from the
third country.* This seems to me to be correct reasoning as far
as it goes. But there are other possibilities, unfavorable for Eng-
land, which Mill left unmentioned, as, for instance, if this third
courttry had no demand for English cloth but was herself a
potential e_rter of cloth and importer of German linen.

Torrens, in The Budget, had argued that if Cuba imposed a
duty on English cloth, the restoration of equilibrium in the trade
balaaee of the two couz_-_es would require a relative fall in the
priceof Englishclothas c_pared to Cubansugar.Herivale

that if an alternative source for sugar was available to
_ althonOata _mewbath/gherprieetim thatatwhich
Cubm mgar was available before the impos_'on of the Cuban
,_s on cloth, the rise in the pr/ce of Ctdmn mgar and the fall in
theWieeof Engtithcloth"_ seonbringinto phy the_m-
_ of the next¢_egN__ producmgthe mne eum-
_ asCoI_" W'mlethe_ duty,therefo_ wonldaffect
ad,m_ them of tradeof E,_Oml,ttz injuryto herwmld

nmmlmare tb_ a_! _ ea_t_ a l_a d mr imlemy mw _
te *re madm_ d _ ie _ an _ mt_dyd mme
_l_r mmmd_kx... ]ht it mmt be _ m_t FJO_ md _e
_mfmm jn _ _. _ _ mmt_ d the _ S_h _
allmtlm we_l 6nlni_ tlw emtd _ the lz_iem met_bee _e
_ Iml bu_ea_it In ]_lg!a_ Thevzll d eemlmtd lnlmrwe_i
_mi 1bevaleed ._ti_ laborwdd .ik _ t_il _k _
mm_ _m'_ tbme _ _ _e l_educfim d wl_b no _mlmwe-
mmtml tdmt _ _ we _m_l lme im te dJer f_ _m_ We

It
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be much less than if Cuba were the only source of sugar. 4
Torrens, in reply, criticized some of the details of Merivale's
argument, but conceded that on Merivale's assumption that sugar
could be obtained from other sources at a price not much higher
than the Cuban price prior to the imposition of the Cuban duty
on Engfish cloth, the term_ of trade would not shift seriously
against England. 5

Caimes claimed that, while if there were only two countries
with wide differences in their comparative costs of producing the
staple articles of trade there would he a very considerable range
within which the terms of trade could be determined under the

influence of comparative costs, if there were more countries com-
petition from one or more of these countries would prevent the
terms of trade from settling at either of the limiting rates, e This
is valid as a probability, but Cairnes proceeded to too rigorous
a conclusion:

• . . it is not the difference in the comparative costs of production in
each pair of trading countries that fixes the limits to the possible
variations of international values under the influence of reciprocal
demand, but, among all countries mutually aecesu'ble for commercial
intercourse, the difference of comparative costs, as it exists in the
particular countries in which that difference is,least. The limits of
_on are thus set by the minimum, not by the maximum, differ-
ence in comparative cost among the various exdmnging and compet-
ing countriesY

There is no such necessity. Assume the following situation:

Units_ retl coatper_t _ _

CoentryI 1 Ceeetry r_ I ce_,!II

M........ t • 3
N ................ _ z z

• T_ _t_et, I_I-.I, _ _s.
• Se_ _,'_ of _ t_m,,_ _ _. _4, _ _J. This

is _se_t _ R _mdmm's,bm_mdm _re- a mmber of
ommlm m _ ia male. t_ _m_md _ _TI _ _mm_ed,
withia_ llm_, i_ _ mst _ alom. S_ _m,_ SS_.
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If at the ratio of three of N for one of M country III is
willing to supply all of commodity N which all three countries

want, then this will be the effective rate of exchange of the two

commodities, and trade between country I and country III will
take place on terms corresponding to the "maximum difference

a 6
/ 2 3 4l / 2 3 4
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Clot IX ....

in comparative cost among the various exchanging and competing
countries."

Triangular (or multiangular) trade has been examined by
Grahamfl Taussig s von Meri_ng, ze and earlier writers, zz by means
of aritluneficat examples of one type or another. Edgeworth's
logarithmic illustration, modified so as to apply to more than

J']_, • .

a__..- _.y__M._y_. -z_ die_ d,=_en wertewider_,t_"
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two countries, seems to me, however, to be better suited to the
purposethan arithmeticalillustrations.

Chart IX is constructed on the same principlesas chart VIII,
except that four countries are included, instead of only two.
What commodities each country will export and import and on
what terms will be determined by the comparative costs in con-
junction with the comparative wage rates, and the latter in turn
will be determined, in part, by the reciprocaldemands. For chart
IX (a), the following situation will prevail under equilibrium
conditions:

Country I II III IV
...... I ......

;xports ...... A C B D
reports ....... C, D A, B, D, E A, C, D, E A, B, C

In addition, country I may either export or import or not
trade in commoditiesB and E, and country IV may either import
or export or not trade in commodity E, these co_f_lities being
on the margin of trade for those countries. The ratios in which
the commodities will _ for each other will, of court, be
the reciprocalsof their price ratios in a ¢6nmmn ctu_. Their
prices will be the anfik_ of the logarithms of lowest money
costs represented by the vertical distances from 01 on a right
line, as indicated below:

A B C D ig

Wkffi-_Sd ............ 0_, b_ o_ o_ o_

In IX, (b) all the real costs are the same as in (a), lint be-
cause the _ demandsare_uWerentin (b) f_mawhat
they are in (a), m0ncy ¢wt_ lnx_, znd the _ of tnd¢
m.eatsodiffem_ as_ to (a). Under_ emdi-
eious,the__ _ wm-_ im(6):

....... _ _ _'"_' ,,_, _ ...... _.

comat7 I ii Ill IV

....... a C s D,2
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In addition, country II may either import, export, or not trade

in commodity A, this commodity being on the margin of trade
for that country. The prices of the commodities will be as fol-
lows, measured as before by the antilogs of the indicated vertical
distances :

Commodity A B C D E

Price_ antilogof..... 01At OtBt OlC2 OjD4 0IF--.

For country I, the change in the demand situation from (a)
to (b) improves its terms of trade with the outside world, i.e.,
enables it to get B, C, D, and E in greater quantities per unit of
its export A, or per unit of real cost, than before.

V.TRANSPORTATIONCOSTS

The theoryof internationaltradeisusuallyexpoundedon the

assumptionthatthereareno transportationcosts,and thishas
occasionallybeenmade a basisof criticism.But abstractionfrom
transportationcostsisalsoa common featureof theexpositionof

thetheoryof tradeina singlemarket---"closedcconomy"--and

suchabstractiondoesnot appearto be logicallylesspermissible"
intheone casethanintheother.Notwithstanding,moreover,the

common assumption that transportation costs are relatively much
more important in foreign than in domestic trade, it is by no
means clear that such is the general situation. Cases are com-
mon where internal freight costs from producer to consumer are
higher than international freight costs from producer to con-
sm_mr,ascan be seenfrom a study of the tr-_nsportationitemin

the reports om costs of production in different countries made by
the United States Tariff Commission: The role of transporta-
tlem costs, both of products and of factors of production, in con-

• C_ alto C F. _ _ eonLmciwmof hb_ c_litlem,"
T_elF _ M_ $_-/S_, XgXZ-L_,p. 77: "I suggest
_lt i[ we_m_er the Imml_ mm.di_ _hebalk of impo_ m/ruraland
aSe_u_md_ it_._ touue,tm _ _e aversebmhele_
_ lmm_dmmt, tm of eosls or o( steel Im to itmf me_ it am,m_mter
e_mms _ t_ml_m_tl_k_reit retK_s eke ¢msleommmr ia the L_! Kit_-
_ tlmm/n rmtti_ fl_ef_tl eommmerintbe United States."
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tributing to regional differences of prices is an important fieldfor
study. It has not, however, been historically the particular re-
sponsibility of the theory of international trade, and judging what
has so far been done in this field, under the name of Standorts-
lehre, it is not yet apparent, in spite of the claims of its expo-

UN/TS OF COPPER

_R UN/T OF WHEAT

Ir

b _

A
£

0 " ' " ' ' ' /, P " N' '

NUMB£R OF UNITS OF" WHEAT

Ch_ X

nents,' that the in_ will be by the theory of inte_
trade to octa_o_.._hre ratherthan the other way round.

The relation of transpormtiou costs to prodmaion costs and
the tL.rmsof trade can be _ by chart X, a slight modi-

•Cf.,el., Herrram.Scl-ammcber,"Lmadionof indmtry,"F.ec_clopat4_oJ
_,_,aac;,._**,IX (zg33),_: "[The_ d Ioudkm]adds_=essW

cussiomof:_aatio_ _ d labor,sothatit hu o_n beentermedttz
coreof thethem7ofworldecoswsny."Cf.s/soAlhtdWeber,"DieStsndom-

msddie_" .4rck__ ,_a_m,w,,k_. XXXII (zWz),
60.as,_.e the_ of k_timsbythetheoryof _ tnde_
dlscsmedinmmswi,_. remdmetm'_-'-_ d themmtdme,Ua7

_ _._le_ _ _ _ _ (__
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fication of Marshall's graphic method of dealing with foreign-
trade problems. In country A a given amount of labor can pro-
duce either one unit of copper or one unit of wheat, and in
country B a given amount of labor can produce either 3/2 units
copper or _ unit wheat. Country A will export wheat, and
country B will export copper. In the absence of transportation
costs, wheat will exchange for copper on terms within the limits
of I wheat -----I copper (-- O.d in chart) and I wheat -- 3 copper
(= OB = 3 X OA, in chart)..dA' represents the export supply
curve of wheat in terms of copper of country A. BB' represents
the import demand curve of wheat in terms of copper of country
B. The chart as drawn implies that in the absence of trade (or
with trade on terms of x wheat= I copper) country A would
consume (OA >(AE) units of copper, and that in the absence of
trade (or with trade on terms of x wheat = 3 copper) country B
would consume BF wheat.

The actual transportation is assumed to be provided by the
exporter. The charges for transportation are assumed to be x unit
wheat payable in the export country for each 9 units of wheat
traraported and I unit copper payable in the export country for
each 5 units of copper transported. With the transportation costs
in the specified amounts, the possible limits of the tertm of trade
will be i wheat -- L2 or Oa copper and t wheat -- 2.7 or Ob
copper. Country A's export supply curve for wheat in terms of
copper will he aa', and country B's import demand curve for wheat
in terms of copper will be bb'. The equilibrium terms of trade,
which would have been I wheat = OK copper in the absence of
transportation costs, will be I wheat = mr copper, net after pay-
ment of transportation costs, for country A, and I wheat--m/
copper, net after payment of transportation costs, for country B.
It is to be noted that with the existence of transportation costs the
terms of trade net after payment of transportation costs will be
different for the two countries, the difference being absorbed in
meeting the costs oftransportation.Given elastic/ties greater than
unity for both the foreign-trade curves, volume of trade will be
smaller and the net terms of trade will be less favorable for both

countries when there are transportation costs than when these are
zero. In the present case the existence of tr'_ costs will
reduee the anmemt of wheat imported by country B from OHto
0m units, mid will redm_ the amoral, of copper imported by
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country A from (OH X OK) units to (Ore X Or) units, s The
division of the costs of traasportation as between the two c_antries
will, as J. S. Mill contended, be determined by "the play of inter-
national demand. ''4

VI. INCREASINGAND DECREASINGCOSTS

Ricardo, in his statement of the doctrine of comparative costs,
assumed that costs of production were constant as output was
varied, and this assumption has been followed, explicitly or im-
plicitly, in much of the later literature, and in this chapter so far.
Where costs are constant no issue arises as between average and
marginal costs, since these are identical. If costs to the individual
producer increase as output is increased, the doctrine of com-
parative costs still holds, but must be stated in terms of compara-
tive marginal costs.

8The transportationcosts relevanthereare not the total transportationcosts,
but only the excess, if any, of international over internaltransportation costs,
in each case from the pointof productionto the point of consumption.For
example,.do representstheexcessof the anmuntof thecopperwhichcotmtryA
hasto payfor the costof transportingone unitof foreigncopperas compared
to the amountof copperwhichwould be absorbedin meetingtransportation
costs of one unit of domesticallyproducedcopper,Where internalfreightcosts
are higherthaninternationalfreightcosts,the rangebetweenthe limitingterms
of tradewill be wider,and the volumeof foreigntradewill be greater,than
if no freight costs, internalor international,existed. In fact, differencesin
height costs may create a comparativeadv_--_ge which in the absenceof
height costs wouldnot exist at all. For a fuller treatmentof the influenceof
transportationccetson the termsof trade, /t would be necessary,of course,
to dealwith traml_'tationas rel_m_ two or moreadditioml_tie_
producedunderconditiem of jc_at cost, namely,inwardand _twtrd freights
a_l freightsaccordi_ to coummdity.

'P_..s, _ ed__ 58_
In an obscureand patentlyconhaled_, _ attemptedto show

dmt theexistenceof _ costs of commoditiesprevldedthe sale basis
for a theoryof intermtiamlvalmesdifferent from the theory of domestic
valueL (Henry S_ _ _/t, uY_,/c_ _, tst +d.. _83,

2x4-30; _! ed. _,, _ _H6,/.! mw_-w_t dif_mt _.m.) Sidgwick
refmes to ge _ amaey _os_ z_ Imxhteti_ aral his arpnamt, I l_/eve,
redma it_ to the _ _t e_e Wleu ia a_ _ of the _h_
_aay twe (_) _tr_ _ _ _ _ ont_ are
_=_rtleml t, t_r _ corn d FedEtlm ia e_eireoemrlesa[ eri_ a
_im _iek m_ weeld _e_, ml _ich _ _ _ wh_
mt e_tkit_, ia _ da_ad deemae e_ _ mm tmtml d, as
Sid_wid_ _td, eemtituli_ a _ them_ ltar a meee e_ended
,m.me_ me _ wki_ v._iom +oI_+s d_tmer+.+"r'be+mmrra,e_,Io_I._m_'_
+,_," W.llma,,a_,_ Am,alw.X:I:KVI+(_ H), ,w_,r;.
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If there are no external economies or diseconomies of large
production, peoaniary or technological, i.e., if a producer who
keeps his own output constant experiences no change in costs
as the result of a change in the output of his industry as a whole,
then either in an isolated country or under free trade labor will
tend to be distributed among the respective industries until, at
equilibrium, its marginal value return to the industry as a whole
per unit of labor is equal in all industries. Assuming only two
commodities and two countries and labor as the only factor of
production, abstracting as usual from transportation costs, and
assuming t_at before trade country A has a comparative advan-
tage in marginal cost in the production of commod_ t M, it will
be to the advantage of country A under trade to transfer its labor
from the production of N to the production of M until the point
is reached where its comparative marginal cost advantage ceases. 1
Under constant cost, there is an apparent _ gain from trade, meas-
urea! in saving in cost on the imported commodity, even on the
marginal unit of trade, unless the terms of trade correspond to
the relative costs of production of the country in question, when
there is no gain for that country from any part of the trade. But
under increasing costs, the saving in costs is confined to the infra-
marginal units of trade. 8

Under constant costs, a country will not both import and pro-

•Unlessbeforethatpointis reachedcountryA hasalreadytransferredall of
its laborto the productionof M or countryB has alreadytransferredall of its
laborto theproductionOfN and cannotsupplycountryA withall of the units
of N whichA is preparedto take. The formermaybe the caseif countryA is
muchsmaller,andthe lattermay be the case if countryA is much larger,than
country13.It will beassumedthatneitheris the ease.

•Even underconstantcosts, therewill b_ no gain from the marginalunit of
trade,_ tradewill be carriedto the pointat which thepossibilityof gain is
exhau_ecLThere will stallbe a gain at the marginmeasuredin termsof cost
alone,however,butthe valueof theexportcommoditywill haverisenrelative
to thevalue of the importcommodity,so that althoughadditionalunits of the
foreign_ty could be obtainedby import for an expenditureof labor
lessthan that at which they couldbe producedat home,the marketvalue of
addltienalintportswouldbe less than the value of the anmuntof the export

whichwouldhave to be given in exchangefar them. Even Ix_ore
themarginaltraitis res_l_ whilethe saving in cost as comparedto domestic
In_lm:t_enwill he_ thatthere is gain fromtrade,therewill be no close
relatieml_ betweeatheammmtof savir_ in costand theamountof galn, and
the laeterwiU never be in.eater and wiU esully be smalterthanthe former.

"of, _e._ _ this pointbetweenEdgeworth,_/our, S, ViX
(_). 4m, note z, and Banal, T_,_ of _ _, _th e_, _
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duee for itself any commodity unless the price relations between
that and other commodities produced in that country correspond
to their relative costs of production in that country, i.e., unless
that country is deriving no benefit from the import of that par-
tieular commodity. This does not hold true, however, for com-
modities produced under conditions of increasing costs, when
simultaneous importation and domestic production of a commodity
indicate that all (except the marginal unit) of the imports are
obtained at lower real costs than those at which they could be
produced at home. Under increasing costs, both (all) commodi-
ties can conceivably be produced simultaneously under equilibrium
conditions in both (all) countries. When trade is carried to the
equilibrium point under increasing costs, i.e., to the point where
each country is fully exploiting the possible gains from trade,
the ratios of marginal real costs as between the two (all) coun-
tries will be the same for all commodities being simultaneously
produced in both (all) of these countries, and it will be the com-
parative differences in the marginal costs which would result if
the existing trade were altered in volume or direction, rather tha_
any prevailing difference in actual marginal costs, which would
explain the existing trade.

It should be apparent that charts such as charts VIII and IX
above, which were constructed on the assumption of constant
costs, would not be applicable to illustrate the problem of inter-
national specialization where increasing costs are operative. Since
the marginal costs in each industry and country would vary with
the output, there would not be a single and fixed scale of costs for
the different commodities in each country. If, as was likely, the
rate of increase of marginal costs as output increased differed
from commodity to commodity,and differed for the same com-
modity from country to country, there would be no fixed order
of rank of the commodities in terms of comparative marginal
costs for each country, as their ranks would tend to change with
substantial c.hanges in the outputs of the respective commodities.
As has already been pointed out, under _uilibrimn conditions
s_'on world be carriedto thestagewhere.fl_erelative

scales of marginal costs would be uniform for all the countries
the

Sd_filb_r has made an _Rgn.ate critique of free trade which
restsin large part on considerations which mat be regarded as



Do¢_nr ofCompavcaiveCosts 473

essentiallyshortrunincharacterorasinconsistentwithfreecom-
petition,and therefore as outside the scope of the present discus-
siou. 4 Such, for instance, is his argument that factors of produc-
tion which are displaced from their original employment by
foreign competition ordinarily fail in substantial degree to find
alternative employment. His argument also that commercial policy
may either attract productive resources from abroad or induce
them to emigrate, and that the former is desirable and the latter
undesirable, whatever its validity--and his argument is exceed-
ingly oue-sided, since if the injury to one industry from free
trade in its product tends to drive its factors out of the country,
the benefit to other industries and to consumers should in like

manner "tend to induce immigration and check emigration of the
factors not engaged in this industrymis also outside the scope of
this article. But an essential portion of his case is made to rest
on the existence of a wide range between the money costs at
which different producers within an industry can produce their
output. In the long run, and even in the short run under free
competition, there must necessarily be a tendency for equality
of marginal money costs for all producers in a given industry,
and it is these marginal costs, and not the average costs which
Schiiller alone considers, which are the regulator of value. None
of his inferences unfavorable to free trade as a long-run policy
which depend for their validity on the simultaneous existence of
different costs for different producers therefore has any force?"

It has frequently been claimed by economists that if a country
has a comparative advantage in costs in an industry or industries
subject to increasing costs as output is increased and has a com-
parative disadvantage in an industry or industries subject to
decreasing costs, it may not be to the interest of this country to
specialize in accordance with comparative cost_ All of the at-
tempts which have been made to demonstrate this proposition
follow the same general line of argument. It will be conceded
beforthand that there is a trace of validity in this proposition,

• ..hn_ _ G. Harder, T_ +_tworyol_ +fade.xm_,o_ :_ ft.
+The a_r_ _ geaU_ S_ao_ "A _ d the do_r_ d

¢malarat_ eel" l_ of pd_6---_rc_, XXXV (z_), 46S-_, in
th_uue./._ml_e_ f_em_e,.erostome tobes_._lar_de_ec_e_,_otW-h
__.el l_e_u_ _Ixnsescw_e.,er ___ as
tl_r_re _.kUum tothecostandsuO_ em-_esd _ W_e _.
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but a very faint one, long-run considerations alone being under-
stood to be relevant.

In the long run, specialization in accordance with marginal cost
to the industry or country must be to the advantage of a country,
in so far as costs are made the criterion of advantage. If a country
is at a comparative advantage in marginal costs in an industry
subject to increasing costs, the transfer of a marginal unit of
the productive factors from the decreasing-cost to the increasing-
cost industry must necessarily yield to that country a greater
increment of whichever commodity it prefers to have than this
marginal unit of the productive factors would yield if left in the
decreasing-cost industry. Let the country with the comparative
advantage in the increasing-cost industry be designated by M,
the increasing-cost product by a, and the decreasing cost product

by b. At the given stage of specialization in this country, let_.
be the marginal cost per unit of a in terms of units of the pro-

x
ductive factors, and let _ be the marginal cost of b. Then X.,
X_ will be, respectively, the number of units of a and of b pro-
duced at the margin by one unit of the productive factors. Sup-
pose further that at the given stage of specialization in M, X.
units of a can be exchanged in foreign trade for Y units of b.
Since by hypothesis M stiU has a co__tive marginal advantage
in the production of a, then Y > Xb, and by using the marginal
unit of the factors of production to produce a rather than b,
M gains either Y- X, units of b, if what it wants is more units

X_
of b, or X° - -_ (X.) units of a, if what it wants is more units
of a. In either case, M gains by further specialization in the pro-
duction of a. The only basis on which specialization under these
conditions of marginal cost might be unprofitable to M would be
if _zation and trade were not governed by industry marginal
costs.

All of the n',_ny attempts to _ the possib'ditythat
specialization in accordance with eompar_ve _ by a couatry
with a comparative cost advamage in iaoreaaiag-e_ industries
and a emnlatative cost disadvaatage in _ereasing-eost indastrm
may he _ for it have mad_ in eommo_ md only three
of the more ehbot_ oaes _wiabe examined herr, and oaly oae
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in detail. 6 Nicholson makes such an attempt, 7 which is open to
other criticism, but which can be disposed of on the ground that
his analysis is not completely in marginal-cost and marginal-
return terms. He posits the case of a country with a comparative
advantage in the production of wheat subject to increasing costs
and a comparative disadvantage in manufacturing subject to de-
creasing costs. As the result of the opening of trade, manufactur-
ing becomes unprofitable, and the factors are shifted to wheat-
growing, manufactures being imported in exchange for wheat.
There results for the country, in an extreme case, no increase
in the amount of wheat available for consumption and a decrease
in manufactures. Nicholson bases his conclusions on marginal-
cost anal_'sis as far as wheat is concerned, but on average-cost
analysis for manufacturing. Had he applied marginal-cost analy-
sis to both, he could not have obtained results of this kind.

Francis Walker obtains similar results by means of arithmeti-
cal computations in terms of money income from charts showing
monetary-demand and average-cost curves before and after
trade) His procedure is defective in almost every conceivable
particular. He at no point carries his analysis to a stage con-
sistent with long-run equilibrium. He fails to provide for full
employment of all the factors both before and after trade. He
keeps all of his analysis on a superficial monetary level, and
makes no attempt to allow for changes in the significance of the
monetary unit as the result of trade, even though he includes.
"consumers' surpluses" measured in money in his computations.
His results are totally devoid of significance.

Graham° also obtains similar results by a method of analysis
not differing in any essential from that used by Nicholson, al-
though he makes no reference to him. Graham, however, sets
forth his argument in much greater detail, with less ambiguity
in use of terms, and with at least passing reference to the objec-

"In additionto the threeexaminedhere,theremaybe citedAllred Marshall,
"Somea_-lx_sof competition"[I89O], reprintedin Memorialsof Al]red Mar-
s/¢_, A. C. Piw_ued., zgaS,pp.a6t-62; T. N. Carver,"Sometheoreticalpos-
_l_.lifies¢_a rnx_teefivetariff,"P_licatioss of the ,_l_ericasEcmumlc Associa-
t/ore,_d series,HI, no. I (zgoe), _69-7o.

"J. S. N_ Prlrx_ of polecat economy,II (iS97), 3o7-o9,3tT-t&
• F. Walker,_ and diminishingcosts in inter_tional trade" Yate

r_, XIt (_r_), 3_-_.
•F. i_-_, "Someaspectso_proem _ c_e_," _,_,,,_

jom_ ot _s, XXXVlI (19=3), 190-_6.
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tions which might be raised against his reasoning on value-theory
grounds. He supports his argument with arithmetical illustrations,
which will be reproduced here _vith modifications which do no
violence to the original but facilitate their appraisal.

Case I. Incipient Specialization:1o4 wheat = 3_ watches
Country A Country B

(2oo) (zoo)
I day's labor= 4 wheat I day's labor -----4 wheat
(2oo) (2oo)
I day's labor -- 4 watches I day's labor----3 watches

The comparative advantage of country A is in watches and
of country B in wheat, and in so far as comparative costs alone
are concerned trade may take place between the two countries on
any terms within the limits of 4 wheat -- 3 watches and 4 wheat
"- 4 watches. The actual ratio is assumed to be 4 wheat -- 3_
watches and when trade is initiated a small amount of trade

takes place at that ratio, country A exporting watches and import-
ing wheat. Both countries appear to gain from the trade, country
A getting 4 wheat at a cost in labor with which she could pro-
duceonly 3_ wheat at home, and country B getting 3_ watches
at a cost in labor with which she could produce only 3 watches
at 1rome.

Case II. IntermediateSpecialization: 4 wheat ----3_ watches
CountryA Country B

(zoo) (3oo)
I day's labor ---4-5wheat I day's labor----3-5 wheat
(3oo) (zoo)
z day's labor= 4.5 watches I day's labor ----2 watches

Trade is carried further, on the same terms of exchange of
wheat for watches, ccraatryB increasing her spedaiization in the
production of wheat and country A in the production of watches.
But in both countries the production of wheat is subject to
increasing costs and the production of watches to decreasing
costs. Each.unitof tradestin seemsto yieldgain to boththe
participants, since country A gets each 4 units of wheat at a

_'The f_m_s in upper brad_.s _ the a_ums of hbor employed in
inch industry, They are not to be _uml in lhc otil_ _. b_t are
_ by the _._a wrltctto _w m0reclearl_rth__ o__i_tion
tracheaat mu:haage.
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labor cost at which she could only produce 3_ wheat at home,
and country B gets 3_ watches at a labor cost at which she
could produce only 2 2/7 watches at home. But country B is
really losing from the trade, since as she increases her total
output of wheat and decreases her total output of watches, the
productivity of labor falls in both industries. If in case I the total
trade consisted of an exchange of 4 wheat for 3.5 watches and
in case II the total trade consisted of an exchange of 32o wheat
for 280 watches, then in case I country B would h_ve as its total
income 796 wheat % 6o3. 5 watches, and in case II only 73°
wheat + 48o watches.

This is as far as Graham goes with his illustrations, but if the
argument is sound, and if it is assumedmand there is no reason
why it should not be---that the indicated trends of cost as output
is varied continue to operate, they can be, and must be, carried
still further, with rather spectacular results.

Case IIL Full Specialization: 4 wheat ---3.5 watches
Country A Country B

O) (399)
x day's labor = 5 wheat I day's labor = _ wheat
(399) (I)

t day's labor = 5 watches I day's labor = _ watch

Except for I unit of labor, each country is now completely
specialized in the employment in which it is at a comparative ad-
vantage. But it is profitable to the participants in trade to carry
specialization to the fullest extent possible, for if the day's labor
still engaged in producing watches in country B were to be
diverted to growing wheat, it could with the _ unit wheat so
obtained secure in exchange 7/I6 of a watch, instead of only the

watch which it can produce directly. Country B has never-
theless losf severely as the result of specialization in accordance
with cmnparafive advantage. If in case III it exchanges a total of
tzo wheat for to5 watches, its income will consist of 79.5 wheat
+ Io5_ watches, as compared to 73o wheat + 48o watches under
partial specialization (case II), 796 wheat + 6o3. 5 watches under
only inc/piem_.,cializatiun (case I), and 8oo wheat+ 60o
watches in the total absence of trade l Trade, which economists

ha_ _e_arded as a beneficent activity, appears under these condi-
tkms to he for one of the countries rather a form of economic
_, and the protectionist a wise benefactor.

_ g .............
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These extraordinary results are the consequence, and wholly
the consequence, of value-theory reasoning, implicit or explicit in
Graham's argument, which is either unambiguously erroneous or
is of very limited practical significance. As his argument has so
far been reproduced it rests on analysis in terms of average money
costs for both the increasing-cost and the decreasing-cost indus-
tries. Graham concedes that in the increasing-cost industry mar-
ginal and not average costs will guide the producer, and that if
the figures for output which he gives for wheat are marginal,
then the increase of rent to landlords will be an offsetting item
not accounted for in his analysis, which may more than com-
pensate for the loss to B shown by his illustrations. He claims,
however, that his conclusion that country B under the conditions
assumed must lose by free trade is "inevitable" if his figures for
wheat costs are interpreted as figures of averag_ cost, _1provided
the marginal costs are not such as to make trade unprofitable to
the individuals participating therein at the terms of trade assumed
by him. Graham here both concedes too much and claims too
much. His interpretation of marginal cost as the cost of the most
expensive unit to produce is faulty, and the excess of the marginal
cost of wheat over its average cost would necessarily be much
higher than he indicates, and therefore the range of trade profit-
able to individual traders in B, granting his other assumptions,
much less than he indicates. On theother hand, he concedes too
much when he says that the increase in rent to landlords when
the output of wheat is increased will be an offsetting item which
may more than compensate for the loss to B shown by his illus-
trations. The loss to B shown there exceeds the increase in the

cost of producing wheat and includes this plus the increase in the
cost of producing watches. But rent in terms of wheat cannot
increase with an increase in the production of wheat unless the
average cost exclusive of rent rises, and the increase in average

" It is ea_ to show that the illmtratio_ are in several respectsinco_istt.nt
with _ unkssthey are so _e(L _ for _ keeps
the relative values of wheat and watchesconstant_ _ their relative
costs in conatry B. A.mit¢, as he does,that avetaae costs are si_facam in
the _ of _attehvataes, b,t _ ea_ in the detertainatioa of
wheat vale_ _,iw assnnasdconstancyin the relatlvevalt_ oI watch_ a_!
wl_at wotddhe inq_osu'_ as the ratiosof avera_ wateh cem to marginat
_ in B varied.His _ are _s_, ho_-_, _h a_i_,-
mince d eomlam_ in the ratins betweenaveragewatch ¢usla ud maritiml
whe_ eo_s in be_ A m_i B, ff _,mmly im_Web_
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cost o_ wheat, __m:lusiveof rent, must therefore be greater than
the increase in average _ per unit of wheat.

Regardless of whatever defects there may be in Graham's
h_uKmg of the costs of wheatgrowing, his general conclusions
m_utd still he acceptable if his treatment of the costs of watch-
making could be acceptedas satisfactory. It is in his treatment of

costs that the fatal flaw in his argument is to be found.
A decrease in unit costs as output is increased may be due either
to _'imerual" eamomies, i.e., economies accruing to an individual
taxalucer because he expands his output, or to "external" econ-
omies, i.e., economies accruing to an individual producer because
the industry as a whole is expanding its output. Graham says
that '_the reasoning in the text simply assumes that a decreasing

cost is obtained by an expansion of the production of
_; whether the cause of it he external or internal econ-
omies is immag_al to the theory .... "12 It is, on the contrary,

material to the theory, as Knight has shown in a reply to
Graham's argmnent to which the present analysis is greatly
_n

Suppose, first, that the economies in the watch industry are
_maL Then, since the larger the scale of plant the lower the
unit a_sts, competitionwill be inconsistent with long-run equilib-
rium, and there will he a tendency toward the monopolizatiou of
the industry by a single concern. The principle governing the
ndatioa of cost m _ is, of onmrse, different for a monopoly
than for a competitive industry, but marginal rather than aver-
a_emst rouaim the determining ifactor of price and no resources
w_ ke _ ITamwamlanaki_ to wiamtgnnvi_ if a loss
in mime z_ prmkact _ ttmre_am. But e_m if, by
_e dqmrt fi_m Iong-f_ assumptimm and take the situation pre-
_ wb_e _ stm _ to be e_e_ h t_
madamaldng industry, it still remains true that no nm_arms will
_e _ from mmlmaidag m _aeatgmwlng if the tramfer
mmlll iavalve a Ima ia _tae of _dm. A_ laodmer of waU:hes
iammmy B miramdaees his oatlmt of waaei_ to producewheat
ima_ tram _ the _ outtm ia watches a_l p/m
•mly _maqliml _ of whmt. If, m imlkamd in uses I

U/_L. lgmg mar.
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and II above, Ioo units of labor are diverted in country B from
producing watches to producing wheat, the transfer of the units
of labor would involve a loss of 400 watches to get 250 wheat at
a time when 400 watches are worth 457 wheat. Assuming internal
economies in the watch industry, there simply would be no such
transfer of labor. Had Graham dealt with his problem in terms of
marginal costs and marginal returns for both industries, he could
not have obtained results unfavorable to free trade.

If, however, the economies are external, then the individual
producer will not take them into account in regulating his con-
tribution to the output of the watch industry as a whole. The
decrease in unit costs to the other'producers if he should enter
the industry, and the increase in unit costs to the other producers
if he should withdraw from the industry, will not affect his deci-
sions. In such a ease those changes in marginal cost to the industry
as output of the industry changes which are due to the accrual
or loss of external economies will play no part in the regulation
of the industry's output, and a conceivable ease ear, he made out
for Graham's conclusion, but with a very limited field for its
practical application.

In the first place, if the external economies are a function of
the size of the world indtb'_ry,and not of the national portion of
it, as may well be the case, they will still be retained by a national
industry which shrinks in size if this shrinkage is offset by a
corresponding expansion of the foreign industry. Suppose that
as the watch industry as a whole expands and increases its pur-
chases of watchmaking machiaery, such machinery can conse-
quently be obtained at lower unit prices. If there is free trade in
machinery,thiseconomy machinerycostsw alnotbelosttothe
watch industry in a particular country merely became it is shrink-
ing in _,e, if there is no shrinkage in the size of the wat_h
indmtry as _ whole.

Second, if the external economies re_ from size of the
industry are purely pewania_, and if what tl-_ rtflect is merdy
bargaiainga _atage fora largeiud'aT iahiringdoaa/¢ fac-
torsor latyiag dome_ materials, then they are am rtal natiottat
ecmmmies and nothiag is lost to the ¢mmtry whm th_ di_.

A omaeeivablecase for _ ota the Imsis of the t_istan_
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can be made out, therefore, only where the_e external economies
are (a) dependent on the size of the national and not the world
industry and (b) are technological rather than pecuniary, or, if
pecuniary, are not at the expense of domestic sellers of services
or materials to the industry. The scope for the application of the
argument is extremely limited, especially as it seems difficult even
to suggest plausible hypothetical cases of the existence of genuine
technological external economies. Instead of providing a substan-
tial "scientific" basis for the popularity of protection among the
vulgar, as Graham seems to think, his thesis reduces to little
more than a theoretical curiosity.

A similar theoretical case can be made for an export tax on
the product of an industry subject to external technological dis-
economies, on the ground that the marginal cost to the individual
producer which regulates prices and the course of trade will be
less than the marginal cost to the industry as a whole and to the
country in the case of such an industry, and that its scale of
operations should therefore be contracted. Conceivably important
instances of external technological diseconomies are to be found
in the grazing, hunting, and fishing industries, where no rent is
charged for the use of valuable natural opportunities and they
tend therefore to be overexploited with resultant waste, in com-
petitive digging of wells over a common pool of oil, and in general
when competition tends to raise costs rather than to lower them.
But for both external economies and external diseconomies, what

case there is for interference with competition applies to trade as
a whole, and to export trade only as a part of such trade. Since
external technological diseconomies tend to result in prices dis-
proportionately low as compared to real costs, the only ground
on which it can be argued that there is a basis for discrimination
between domestic and foreign trade is that non-interference with
the domestic trade results in unduly low prices to domestic con-
sumers, whereas nowinterference with the foreign trade results

in mghlly low prices to fordgn consumers.
Knight goes still further in his rejection of Graham's argu-

ment. He claims that there cannot be external economies for a
concern ("bus_ unit") A which are not internal economies
for another concern B within the same industry; that under these

_i_ the industry will tend to be a monopoly and that
the prindptes which will then regulate value will not be those alp-
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propriate to competitive conditions, x4 I see no logical necessity
that external economies to one concern must be internal economies

to any other concern, whether in the same or in another industry.
But suppose it be granted that external economies to industry C
are internal economies to industry D, and suppose it be granted
further that industry D is under monopoly control. It will still be
possible that as C's demand for D's produce increases, D's prices
will decrease, if production by D is subject to decreasing costs.
External economies can therefore still accrue to industry C even
though these economies, external to C, are internal for another,
monopolized, industry D.

Knight claims further that even if decreasing costs existed in
the watch industry, cotmtry B specializing in wheat would get
the same benefit from these economies by importing the watches
from A as by producing them at home. x5This would be true only
if as B proceeded with its specialization in wheat the terms of
exchange between watches and wheat moved against watches suffi-
ciently to offset the opposite movement of their relative marginal
costs to the indust_es as a whole in B. Now the whole point of
the argument from external economies is that where they exist,
relative prices need conform only to relative marginal costs to
individual producers and need not conform to relative marginal
costs to the industries as a whole. The price of watches, if watch-
maldng is subject to external economies, will be higher than their
marginal money cost to the industry as a whole.

Haberler has characterized Graham's argument as but a variant
of the infant-industry argument for protectionY e But the validity
of Go_ham's thesis, if it is valid at all, is not dependent upon
short-rtm considerations. Decreasing marginal costs are not neces-
sarily nor typically a short-run phenomenon, z* and it is Graham's
contention that if an ind.ustry is operating under decreasing costs
it may pay to protect it even if it has a permanent and irremovable
comparative disadvantage in costs.

""Some_!!__s_"in the interpretationof social cost,"/oc, c/t., pp. 597-_&
""On deereas_ cost and o0mOamfivecos*. A rejoi_ler," _., XXXIX

(ms), 333.
"_, "Die _ _ k_ _" Wdae6tache_l.ekes

Arc,_v,XXXH (_ H), sg
"Tho_h Iwouldmw concedeu_attheyarea pem'_ t_momenoneve.i.

theshortr_ andthattheanrm.e.tby whi=hthis_ is_ily
dented_ de_eettve.
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VII. PRICES, MONEYCOSTS, AND REAL COSTS

The doctrine of comparative costs was stated by Ricardo and
his followers in terms of "real" costs as distinguished from money
costs. It has been interpreted by some modem writers as if it
denied that prices, or money costs, or "expenses of production,"
had anything to do with the course of foreign trade, and as if a
reformulation of the theory of international trade in terms of
prices or of money costs would of itself involve a correction of
Ricardo or would introduce into the theory an dement not already
included in the classical expositions thereof. This view, however,
involves a total miscomprehension of the classical theory.

For all the classical writers it was common doctrine, as has
already been argued, x that under free trade, and in the absence
of transportation costs, prices of identical internationally-traded
commodities would be uniform in all countries when expressed

in the same currency. It was also common doctrine that the prices
of commodities produced within a country would be, or would
tend to be, proportional to their money costs of production, that
differences in supply prices were the immediate determinant of
the course of trade, and, therefore, that differences in money costs
of production determined the course of trade. They extended
their analysis to real costs not as a substitute for analysis in
terms of money costs, but in order to show that, although trade
was immediately governed by price and money-cost differences,
these differences in prices and money costs reflected differences
in real costs and were therefore significant for welfare appraisals. 1
The real-cost analysis was intended, therefore, to give significance
to the analysis in l_amiary terms, and not to replace it.

For'the das_e._! school, the immediate determinant of whether
a particular commodity will be obtained abroad or at home, or

xCLt_m, 1_ 314ft.
sin _ the im-o_abilltyof tradefor a l_'tlcularcountry,it is to be

m_ted,ks own moneycostsmater only as ti_ are progor_ to the real
eom. _ the rezl corn of the c_ide worldmat_ ctdy as they are re-
Bectedin _ s_y _ it does not matterto an _ o_
wh_iuls_ared_,_m_ed_nbe_ied _to remln
dwW. TI_ _Nr b_s /_ _ t_ _m_lity of trade to a _-
titular_.v, _, is the _ of its own rdatiw real costs for
d_-_t _cemmodit_ with fon_Sn _ _y prices of the _
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exported, is the absolute difference in the prices at which domestic
and foreign producers are willing to furnish it? Actual market
prices being assumed to be everywhere equal in the absence of
transportation costs, commodities will be exported or imported
according as their domestic supply prices or money costs of pro-
duction are absolutely lower or higher than their foreign supply
prices or money costs of production expressed in the same cur-
rency. Some writers, however, transfferring Ricardo's compara-
tive-cost doctrine too abruptly into the realm of money costs and
prices, have argued that trade is, or should he, governed by com-
parative differences in money costs even in the absence of absolute
differences in money costs.

A glaring ease is an anonymous pamphl_ published in I8X8,
which has been reprinted and recommended to the favorable
attention of modern scholars by Arnold Plant.' The main thesis
of the pamphlet is that it is profitable to merchants to export a
commodity, A, selling at a higher price at home than abroad and
to import a commodity, B, if the ratio of the home price of A
to the home price of B is lower than the ratio of the foreign
price of A to the foreign price of B:

The advantage of any trade, where one article is to be exported,
and either mediately or immediately to be exchanged for another to
be imported, depends on the proportion between the quantities of
the two articles that may be bought for the same price in the one
market being effectually different from the proportion between the
quantit=,esof the same two articles that may be bought in the other
market for one and the same price: that article, the home price of
any proposed qtmntity of which will Imy less of the other article (at

home) than the foreign _ of the same quantity of that article will
'Of. Rk:ardo,Pt/s_fles, Wo_'ks,p. Ioo: '°l'he motive whichd_ us

to im_rt a commodlty,is the _ of its reJativeeh_Imess abroad:it is
the con_ of its _ abroadwith its _ at home."lb/d., p. 78: aEverY
transa,.'_oain commerceis an imlepetal_ tramacti_ Whilsta metz_at can
bay cloth in _,_1 f_/45, real s_l tt _th the ram1 pro_ in Portu#, he
wit1matimz to exportit _om Ra_u_"

k E_m'_, _ (r_), _ Plaat, ia hl,_ _ of it that

_vmm amboro_ tins tract d_td_'ttke hls t_e with ttlemto, .t.S. ran,
_ _s_al_ asal _ as oae _ the oatstaad_ _ d
t_ tha_ o/_mutkml tnaJem t_e _ caa_."
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abroad,beingtheonetoexport,and theothertheonetoimport:in
otherwords,thatarticle(ofthetwo) whichis,relativelyto the
other, cheaper at home than abroad, being the one to export, and
the other the one to imporf.

Observe : it matters nothing whether the article, thus comparatively
cheaper, be really cheaper or dearer than in the other market; but
only that it should be cheaper, if paid for in that other article. As for
example, silk stockings, bought with brandy in England, may be
cheaper than in France. A gallon of brandy may buy more than in
France; tl_ough perhaps, absolutely, silk stockings may be as cheap
in France as in England, or cheaper,i

But if the supply price of silk stockings is higher in England
thnn in France, no sensible merchant will voluntarily export stock-
ings to France in exchange for brandy when money can be
exported instead, s As Plant points out, the author's exposition,
much of it algebraic, is of excellent quality. Unfortunately, how-
ever, the algebra is wasted on the exposition of a fallacy. This
and other similar instances, wof failure to see that it is absolute

differences and not merely comparative ones which matter when
it is prices and money costs and not real costs which are under
consideration, were sometimes the result of a laudable desire to

Slb/d., p. 4S. (I_!i_ in originaltext.)
*The authormeetsthis objectionby concedingthatwhile the profitwould'be

Sreaterif moneywere exportedinsteadof stockings,there wouldstill be some
profitin exporth_ the stockings in exchangefor brandy.(lb/d., p. 48.) But
why not export the money,which would appearless troublesomeas well as
moreprof_ble? B_;._._doctrineon thispointwas expoundedby a co_mporary
writer,in the following._q_¢:

Wlmev_ expc_ an article,sells it for as higha priceas he canobtaln;
buthe must_nd the eonmmd_ he brings back, after x_ying his own
expenses,at least equal in value to whatheexported: if this werenot the
ame, he wo_id lose by the reade,ud w_,ld Slv¢ it up. I( mcaey is the
articlebr_sht .....u.._ the mowy mint be capabkof pm'chasiasat leut an
equ_ qmatity of the _ exported,or the trade would be aban-

_rv_, sd uL,xSxg,p.S:
H a_ w_retop_-_._ea _ e_eotWngoods_or_xoo,and

_[ sl_mto_ andsell___b._,___r/_ it_ ap_arat_rst

_nkh hlp, m _ m_h_din Lmdm. Jdd f_ _oo, tn__ m the
wbsle seekt rut _et _
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meettheargument,thatintheabsenceof protectiona country
mightfinditimpossibletowithstandforeigncompetitionabroad
orinitsdomesticmarketbecauseitspricelevelwastoohigh,by
demonstratingthatexportcouldbeprofitablycardedon regard-
lessofthegeneralpricelevel.The classicaleconomistswouldof
coursehavemetthisargumentinanothermanner,bycontending
thatEnglandcouldnotlongmaintaina pricelevelsohighasto
shutoffallexportsandthatforceswouldoperateautomatically,
throughgoldmovements,to restorea relationshipbetweenthe
Englishandtheoutsidepricelevelsunderwhicha normalvolume
of exportscouldbe maintainedwithprofitto theindividual
exporters.

Walras,inhisonlytreatmentof thetheo_of international
trade, madealmost exactly the converse error,and appliedto costs
in terms of quantities of the factors reasoning valid only for
costs in money terms :

Notre pays serait arrive, en derni_re analyse, _t falre du bl_ en
faisantdu drap.II auraitainsi substltu_les co¢_fl_cientsde fabrication
de l'_aanger aux sJenspropres pour le bl_, en n_me temps que
r_t_anger_t la substitntkminverselxmrle drap.I_ est l'essence
du libre t_mnge, et les deux _ations soni corrSatives,s

What Walras's proposition amo_ to is that under trade the
prices of the productsof the two commies must be proportional
m their re_ cos_ Instead of being eniv_ valid, this pmlx,-
sitioa will be valid ouly in the specialcase w___ labor
to be the only rest---wage rates are eaHena ia beth _tdes
eadertra_ Theeaty _ v_"_adpmpositi_awh_hcanbe
made as to the real costs at ut_eh imports are ebtaiaed is that

eosts at whid_ eh_, metl have beea _ at heine.if ead_
¢mmuy _msan _ advam_ in the _ of its _
_, amdif m_ na_ me mt _ iu linchemmules,
eme of the emaa_ win _ i_ •._I_t _ at a md
eeet m iaeti/._w than its real ¢mt in iw eemmy ef e_i
whUe_e etheremae_ wlnettaiUia ieU_ _ ata red
_ lail_llll/jffurfinnilsmmlmU imim _mmry of adgla.If
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duction of both commodities, that country cannot possibly obtain
its import commodity at a real cost to itself as low as that at
which it is produced in its country of origin.

Ricardo, assuming perfect occupational mobility of the fac-
tors at home and imperfect international mobility of the factors,
held that while the relative values of home-produced commodities
were governed by their relative real costs of production, this rule
did not hold for commodities produced in different countries:

The same rule which regulates the relative value of commodities
in one country does not regulate the relative value of the commodities
exchanged between two or more countries.... In one and the same
country, profits are, generally speaking, always on the same level; or
differ only as the employment of capital may he more or less secure
and agreeable. It is not so between different countries.°

Other classical economists as a rule took this proposition over
from Ricardo without question.l° It seems, however, to have wor-
ried Torrens. While he stated the doctrine himself at times, he
seemed at one time to befieve that in doing so he was disagreeing
with Ricardo, t_ perhaps because he had heard McCulloch ex-

"Prladl_#, Wart,, pp. 75-76.Asseafmgas he rn_mmablydoesherethat the
_lxwtima of labor to ¢al_tal is within a ¢ot_y uniform in all industries, and
that wages are mfitorm in all _ mfi[ormity oi the interest rate in al|
_ _ _ity of _.-_ d domestlca_ laxxlucedcom-
moditiesto lalmr41meor "_r' emtL

_ _ later, called it the _q_ltive clamen of the _ of cintra -
tire ee_ andhdd it to be_: _dmtthevalm of artides in the inte_-
mtieml market is net _ to the eo_-the 'e_om and mcrifice'---
hem_ _ the _ _ is _ if tte d_f_;_donhere pro-
_ed i, adored. W_ ,_eld th_ be aay correstaaak_ betwem cost and
vahte ia I_e _ e_ the _ _ to _ trad_ m which that

_a{_L _he l_l_'t d I_ apeedz il _ Hm_ d Czmmem, J_y & 183&

]fiat the err_ ia _l_iseme Iretert_ to aa arjmmnt e_at it dld not
mat_ _ g_a_ ,_e_h_r a fm_a m, t_k S_ls _r_ h_
eadm_ fe_ let mm gamlb] qmmg e_t d amtherd atill mine _
•ccq_m; m_l_r, _hl S_ msximd _ ]_k=_ sch_ d cc_m_
emt as t_e valm efa _ ia _e lame ma&et _lamled m the eo_t
--6¢ ld_--d lmalscfi_ _ amt it Im is a fme/_ mad_ He would
m_a_ _¢ _w/k slds _ mm _me d dmmtk .__, yet _
k _ _ k _ls_n_dld _lh__ _Maein a _ msrket.
_1fl_ _e _wd in relm_k ew gmxlsin _r_8_ ms_u_ dhl_ d_
_ m _e e,m d _ _ _=n_Snanid,s, b_ _ _l,ed,m_
_ adnd in _ tan_s _ ter _r cnmsnd/_
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pound it incorrectly, 12 and still later he raised the question as to
whether the doctrine was valid at all. is

Sidgwick, it will be remembered, 14 took issue with the doctrine
that the relative values of the products of different countries were
not proportional to their relative costs, but in his argument he
seemed to mean money cost rather than real cost by "cost,"
whereas in the Ricardian doctrine "cost" meant real cost. At one

point, however, Sidgwick presents some conclusions which would
be true if he used cost to mean real cost, but would not be true
if he used cost to mean money cost? s He repeats an illustration
of J. S. Mill's, where England exports cloth in exchange for
Spanish wine, and adds a third commodity, corn, which is pro-
duced in both countries. He argues that since in England, where
both cloth and corn are produced, their values must he deter-
mined by their relative costs of production, and similarly in
Spain the values of corn and wine must also be determined by
their relative costs of production, therefore the relative values of
cloth and wine must also he determined by their relative costs of
product_ion, if there are no transportation costs. If values here
mean prices and if "costs" mean "money costs," this is correct,
and Mill would have agreed. Since the price of corn must be the
same in both countries, and since in England the price of cloth:

= Cf. Mallet'sao:._-_tof the discussionat the Pol_ Eeonon_ Club.April
$, z83_, PoliticalEconomyClub,Mimatfs of pro_tdiaa,, VI (x_x), _34:

The disctmionat last ran intoa questionof val_., whatcemtlteg_lvalue
in exchange--m_ on this rock it sptit,and left m all at sea. McCulloch,
boldly madi_ by Ricardo'sdoctrine,that eaml quantitiesof labor are
eqml in value aU over the w_ld--and Torremaod Malthm treati_ it as
a ridiculousnotion.

1,In *&44therewasdimmed atthePolitical Eccmmy Club the qaestion
put by Totrem: _Vas Rkardo correctha stating that 'the m rule which
regelatesthe relatiTevalueof comnmgFR_in_the_y, doesnot reg,ul_._tethe
relativevalue of the commoditiesexcb__agedbetweentwo or nmte ca_am-ies'?"
Torrem was net _ bat l_eCtdlech is telam_ as having held that
Rimudo's_ m f_d#ra trade was _, ud that i_ practiceonly such

are in,erred as _ ¢omtr_ la,0dme me_ eheaOy,whether
ia tenm d mmey costs_ ef realeestsmt beins _eliti_ Eeonomy
Club,I_f_# of prec_a_q_, VI (Igml), _.--/t seemsthat McCulIe_ never
_ _S _¢ilte I_tt _ _ in teat cost could
wke _ _ evea e_ _ I_ aimlete _ in
hal eeet, and hi__lmit_ at d,e de_'ine aOpmn _ t, ha_ been in
tmm d lignite, _ _l m omqm_h_ edSnm__ (6 _ Pr/n-
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price of corn: :money cost of cloth: money cost of corn, and
in Spain the price of wine : price of corn - : money cost of wine :
money cost of corn, therefore the price of cloth :price of wine : :
money cost of cloth:money cost of wine. So far there is no
difficulty, except in seeing why Sidgwick thought that he was
differing from Mill But at this point Sidgwick appends a note
which is not intelfigible if he is not using cost to mean real cost,
and is simply a concession of his whole ease against Mill if he
is so using it: "It does not of course follow that the wine and
cloth will exchange for each other in proportion to their respee-
five costs; since, if (as Mill supposes) labor and capital are
imperfectly mobile, the cost of producing corn may be different
in the two countries. ''ze If Sidgwiek is conceding that the prices
of wine and cloth will not be proportional to their real costs of
production, he is accepting Mill's entire case. If he is denying
that the prices of wine and cloth will be proportional to their
money costs of production, he is denying his own theory of value,
and apparently contradicting the accompanying textY

VIIL DEPENDENCE OF COMPARATIVE COST DOCTRINE ON A REAL-

COST THEORY OF VALUS

The Rieardlan exposition of the doctrine of comparative costs
stated costs in terms of units of labor-time and assumed that the

values of commodities produced within a country would be pro-
portional to their labor-time costs. The same procedure was
followed by many of the leading exponents of the doctrine of com-
parative costs, and this chapter has so far not questioned its valid-
ity. But the labor-cost theory of value could find few, if any,
serious defenders today, and many writers have claimed either
that the doctrine of comparative costs must be rejected because
of its dependen_ on a labor-cost theory of value, or else that it

*'Hitbens_medtl_atthisstageofIris_ Sidgwickhu uncoa-
scims_ la_ed into usi_ the term "co_ in Mill's senseof realcosts, thena

by Fl_ewor_ (P_a, II, p. 30) offers a means of reconciling his
mln te_ wi_ ridsnote. H _ by emt of _" be read to n_an
_ _ _- _ by co_ of prod_n then, d course, the re_ -
_ _lue_'etfl_ela_ha_of_ _es canbe"determined"by
_ffilels d _ _ l_iggWr_ortiemltothen_This_,ouldree_-
cite 'the mete_'_ t_ text. bet wouldmakeSidzwick agreewholly with Mill
Whenbe was _ the samemeaninzto the terms he rues.
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must be restated in terms of *'modern" value theory without
reference to labor costs. The remainder of this chapter deals with
various phases of this question.

There are serious difficulties here for the doctrine of com-

parative costs, but they arise from the necessary dependence of
its normative aspects on some form of "real-cost" theory of
value and not from its relationship with the "labor-cost" theory
of value, which can easily be severed. The association of the
comparative-cost doctrine with the labor-cost theory of value
is a historical accident, a result merely of the fact that l_Jcardo,
in his pioneer exposition of it, expressed real costs in terms of
quantifies of labor. Except for Ricardo, none of the classical
expounders of the doctrine of comparative costs, with the rela-
tively unimportant and partial exception of J a_nes Mill, was an
exponent of a labor-cost theory of value. Ricardo, himself, made
important qualifications from the start for the influence of capital
costs on relative values, and attached increasing importance to
them as time went on. Malthus and Torrens expressly rejected
the labor-eost theory. Senior and Cairnes dealt with real costs in
terms of "labor and abstinence ''_ or "labor and capital." J. S. Mill
in his earliest writings dissociated himself from the strict labor-
cost theory, and in his Principles expressly rejected it in his dis-
cussion of general value theory, although he expounded the doc-
trine of comparative costs, as did Cairues, as a rule, in the
terminology of the labor-cost theory. Later writers, such as
Bastable and Edgeworth, substituted "units of productive power,"
or similar expressions, for quantifies of labor in expounding the
doctrine, _ or else, like Marshall, a made "quantities of labor" stand
for combinations of the factors. Taussig, almost alone among
modern writers, has adhered, with qualifications, to a labor-cost
theory of value, but with full recognition of the objections which
have been made against it, and on the ground not that these

zC3_.Se=i_,Tk,,** lece.r_ om ek, coat oj _ mon¢_,z83o,I). 4:
"... _meq_ _ of waees_! wofes._, in m_rmme_a=re;...
lm_ mu.of 1aboraud_..."

"_. F.deewon_reviewoenamble'sTkto_ of_ t,_ _. _o-

d,:_ remzi_ eor_rem _ ml _, _ tool of _ b_ wl_,
_ um's t_d_"eee_ _, be_ _e eealec_ (_ elN a_e._due_d a=
=e_'_l d_mesof l_r ae_l_ ol c_1 _ae_ in temmd el=
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objections are theoretically invalid but that their practical impor-
tance can reasonably be questioned. Economists who in general
would deny that prices were necessarily proportional to labor
costs may have fallen back on the labor-cost formula when ex-
pounding the theory of international trade because of the aid
this formula provides in avoiding--or evading--serious logical
difficulties in appraising from a welfare point of view the con-
sequences of trade. While, therefore, evidence seems completely
lacking which will support Knight's dictum that "historically
the whole doctrine of comparative cost was a prop for a labor-
cost theory of value, ''* the converse proposition is arguable that
historically the labor-cost theory of value has been used, even by
writers who did not believe in it, as a prop for the doctrine of
comparative costs. But now that there is almost _miversal and
vigorous rejection of the labor-cost theor}b its historical associa-
tion with that theory is proving for the comparative-cost doctrine
a hindrance rather than an aid to its general acceptance. Although
for some of its critics this would make little difference, it is there-
fore important to emphasize that the doctrine of comparative costs
has for most of its exponents derived its cogency from their
acceptance of a real-cost theory of value which was not simply
a labor-cost theory of value, even when expressed in its terms.

Before proceeding to an examination of the possibility of up-
holding the validity of the doctrine of comparative costs on the
basis of real-cost theorizing, I should make it clear what mean-'
ing I attach to the phrase "real-cost theory of value." I under-
stand by a "real-cost theory of value" a theory which holds that
there is at least a strong presumption of rough proportionality
between market prices and real costs, and that therefore proposi-
rims which depend_ for their validity on the existence of such
rough proportionality are not for that reason to be regarded as
invalid tmless and until evidence is produced tending to show that
in the particular situation ,ruder examination no such approach
to prol_ti_zaI_ between pries and real costs exists. Real-¢ost
_, ther_fore._ if valid, yields presumptions, but only
la'esumtalons,asdistinguishedfromcertainties.Butpresumptions
are all that economic theory can be expected to yield in this field.
Butevenif no presumptionsas to proportionalityof pricesto

*"SmmIallmle, in the _ of ,_1aI ca,t," _/oun_ o!
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"real costs" can be established, general value theory must, of
course, take account of "real costs" in so far as they exist and in-
fluence relative prices in any manner. Demolition of the "real-cost
theory of value," therefore, does not have as an appropriate sequel
abandonment of "real-cost" analysis.

The question next arises as to what is to be understood by
"real costs." As applied to Rieardo's labor-cost theory, it would
appear to mean cost in terms of day's labor, or the labor technical
coefficients of production, where "real" would serve merely to
distinguish quantities of the services of the factors necessary for
production from money expenses of production, in the same man-
ner in which "real" is applied to income to distinguish the com-
modities which money income can buy from the money income
itself. It is clear, however, that the classical writers, when deal-
ing with questions of lmbficpolicy, were concerned with subjective
costs, or "disutilities," and that although they generally assumed
that disutilities were proportional to quantifies of the services of
the factors, they meant by real costs all subjective costs directly
associated with production. The irksomeness of labor, whether in
comparison with leisure or with some other kind of labor, and
the "abstinence" associated with voluntary postponement of con-
sumption, were for them the important real costs. They recog-
nized, of course, that the economic process involved choice
between products as well as choice between activities, but they
treated choice between products as an income phenomenon and
not as a cost phenomenon.When dealing with costs, they assumed
income to remain constant, and examined the means by which it
could be procuredat the minimum cost. When dealing with in-
come, they assumed cost to temp._inconstant, and examined the
means by which income could be maximized. That this was the
only possible, or even the best, procedure, whether with respect
to terminology or to mode'of analysis,therewould be no point in
insisting upon, since there is always a choice of terms and of
methods of mmlysls, and which is chosen is often determined
mainly by some_intellectual fashkm of the moment. While there
were imperfectionsin their doctrine, the only one I see which can
conceivablybeatm_ to theirtedmlq_wastheonepointed
out by Bar,'--.._eand Pareto? their uns_f_ry method of lure-
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dling land services (or, in general, services supposed not to involve
real costs) as a factor in production, s

The course of international trade is governed immediately by
prices. Unless the prices of commodities within a country are
at least roughly proportional to their real costs, the doctrine of
comparative costs is insufficient to establish a presumption in
favor of free trade and, in fact, may provide a presumption in
favor of interference with trade in order to bring it into con-
formity with comparative real costs. _ The following sections
examine the bearing on the doctrine of comparative costs of
certain factors which are commonly held to operate against the
existence of any significant correspondence between money costs
and real cbsts, namely, differences in wage rates in different
employments, and the use of the factors of production in different
proportions in different industries.

IX. DIFFERENCES IN WAGE RATES IN DIFFERENT

OCCUPATIONS

If different wages are paid to different kinds of labor and these
different kinds of labor are used in different proportions by dif-
ferent industries, or if the same kind of labor is paid different

"Assumethat as the resultof an exportbountyto an industryusing much
land but little labor, the same imports are ob_ned in return for commodities
containing less labor services but more land services than those previously
exported. I suppose that Ricardo would say in this case that the export bounty
resulted in the country getting the imports at less real cost, and was the_ore
beneficial, and would overlook any reduction in domestically produced income
resulting from the withdrawal of land from production for domestic consump-
tion to production for export. It is conceivable, however, that Ricardo, if the
pointhadbeen raised,wouldhavemadethe necessarycorrectionin his income
anatyslt

l_Aca_io expressly rec_l, with special reference to taxation, fl_at in so
far as relativepriceswere influencedby fa_c_rsnot representing_ cost,
case for free trade no loager held. Cf. Omt,rottc_ to _.ffi/t_e [I_],
W_-/_. p. 4_:

It b _ whencann_di_s are alteredin relativevalue, by the inter-
(=reaeeef government,that ==_tax, whichshall=eras a pretectionagainst
the _ o( a _ _, can be justif_ble.... It may be
lald _kJwa as It ia'htcip_ that aalv came whlch eperates in a eotmtry to
_ect eqmLtyall _ &_esnot alter their relatlvevalae, and can
give _ advanu_ to _ competiten,bet that any causewhichofer-
a_esS_ela_ an _ daes a_er its va.luem otters, H not ¢aunterv_u'k'dby
aa-_Je_e _; jt _ give-_ tothe_ emptiest. _-,i
tend to deln-ive m of a _ branch of trade.
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Cairnes pointed out tharimernational trade is proximately regn-
lated by prices and not by' comparative real costs, and that the
prices of commodities produced within a country by different non-
competing groups will not be proportional to real costs in terms
either of quantities of labor expended thereon or of "labor sacrio
rice.''a But Cairnes apparently did not see the problem which
this created for the free-trade doctrine, or else deliberately ab-
stracted from it, for later he states that "it has been seen that
nations only trade with one another when by doing so they can
satisfy their desires at smaller sacrifice or cost than by direct
production of the commodities which minister to them, "4 whereas
all that he had shown was that they trade with one another when
the imported commodities can thereby be obtained at a saving in
money costs. In his discussion of the tariff issue he tacitly makes
the assumption, against which he had objected as illegitimate
when dealing with general value theory and with the theory of
international trade, that wages costs throughout the range of a
nation's industries are an adequately accurate measure of relative
real costs. 5 Thus even the economist most responsible for direct-
ing attention to the significance of differences in wages in differ-
ent occupations ignored these differences when dealing with the
tariff problem.

The problem does not appear to have received any further
attention until we come to Professor Taussig's treatment. Taussig
presents a clear and unambiguous demonstration, with the aid of
arithmetical illustrations, of how differences in wages in different
occupations may cause relative prices to diverge from relative
labor-quantity costs, and how in eor_equence international spe-
cialization under free trade may not conform with comparative
advantage in terms of labor-time costs, e

Taussig, however, claims that there is at least a rough corre-
spondence between the hierarchy of occupations in advanced

*Some leadi_ p,'iacipleso] _liti""'_leconomy,x874,pp.3aa-a4.
"Ibi¢l.,r. _
a'Ibig, _,. :OS"4_
"I_ tra_, sga'l;pp. 436o. Cf. also for a slmL_r,though less com-

ph_ treatment,his earlier _Vages and prices in relatizcato internatimml
trade,'_ Ourm'l_ joar_ of ecoaom/cs,XX (x9o6), 497 ft. (reprintedin his
Free trade, tire tari_ wad tr'_'_proCity,Xg_O,pp. 89"94), and his Pylmciplesof
e¢oaom/_#,1911,I, 4_86; II, t._4-ST.
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countries, _ and that the exceptions, though important, are essen-
tially temporary in character. He concedes that differences be-
tween countries in this hierarchy will operate to make the course
of trade diverge from what it would be if prices were regulated
by labor-time costs, and gives some concrete examples of such
divergence. He maintains, however, that if the hierarchies are

identical in different countries, "trade will develop as it would if
prices within each country were governed by labor costs alone."
I believe that Taussig has shown that the greater the approach
to similarity in different countries in the hierarchy of wages the
smaller will be the deviation of trade from the course it would

follow if wages within each country were uniform, but that he
has failed to show that with complete similarity in the hierarchies
there would be no deviation from the course trade would follow

if wages within each country were uniform in all occupations.
Taussig presents his reasoning with the aid of a series of

arithmetical illustrations based on two somewhat different types
of assumptions with respect to the nature of the non-competing
groups. He illustrates the first type by the following example :s

Labor-timeWagesper Total Domestic
Country costs day wages Produce mapplyprice

(indays) (in l;) (in ]$) (in _g)

UnitedStates. _xo x.oo Io.oo 2owheat o.5o
..... / Io 1.5o xS.oo 2o linen 0.75

_mumy.. {xo o.66_ 6.66 Io wheat o.66_....... xo i.oo _o.oo I5 linen o.66_

In this illustration there are differences in wages as between
the different industries; but the order and percentage degree of
difference are identical in the two countries. Tautog co_udes

"Unlessthe_ wasineachcountryrelafivdystabletbrau_time(as
both Adam Smith and Ricmrdobelievedit to be) or changed_ only
in responseto world-w/deforces,this wouldnot betrue.That it is _ly
true in fi,ct seems to have bee_ the _o_mkm _ C. F. _q_e from a
detmledstudyof the wage smtis_ d severaleomm_ ('Immmtlmml eom-
_,risomoflaboreondi_on_" T_ of_ M_ $_ Sod-

•Isterse6_ud o'ad#,x_7,i_47.
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that the course of trade will be precisely the same as if supply
prices within each country were regulated by labor-time costs.
Ohlin has pointed out, however, that while the commodities ex-
ported and imported by each country remain the same the terms
of trade may be different in the two cases. With labor-time costs
regulating, i.e., with wages the same in both occupations, trade
can take place anywhere within the limits of x wheat for I linen
and I wheat for 1.5 linen. With the differences in wages in the
two industries trade can take place only within the limits of i
wheat for 2/3 linen and I wheat for I linen, a change to the
disadvantage of the country with a comparative advantage in the
product'of the low-wage industry? But Taussig has shown that
the deviation from trade in accordance with comparative labor-
time costs will tend to be less when the direction and degree of
difference in wages in the two industries are the same in the two
countries than when they are not the same.

In his second type of illustration, Taussig deals with differ-
ences in wages of different classes of labor, each of which finds
employment throughout the range of industry. He then shows,
successfully as far as I can see, that if the hierarchy is the same
in different countries both as to rank and as to percentage dif-
ferences in wages, and if all industries in both of the countries
use labor coming in the same proportions from the different
social classes of labor, the course of trade, although then as always
immediately regulated by prices and money costs, will be precisely
the same as if it were governed by labor-quantity costs. _ The as-
sumptions on which this conclusion rests seems to me, however,
s__'.ously to restrict its significance, especially as departure from
any one of them would force a modification of the conclusion.
But Tanssig's analysis turns rather on the existence of fixed scales
of relative wages than on the question of occupational mobility of
labor,u and it seems to me that more fruitful results can be ob-

•lB. Oh_ "_ and noa.coatoet_ groups," W¢lhui_,eha_ich¢,
dn_h/¢, XXXIII (x_x, I), 4a-4_

H ane_ weFe moretlan _wocommoditiesas potentlalsrtides d trade,even
the_ i_r_l s_l _ by e_ count_ wo_d not _y
b¢ whollythe rune in the two cue_

_H _ d laberweretacitlyassumedinhis mmte_ons,thenthe
qm_mt_ po,_edeN_r_wo_dbeinX,_mb_.



49 8 Studies in the Theory of International Trcuie

tained by the application to the problem of Taussig's general mode
of analysis of the origin and significance of differences in wages. 12

First, differences of wages in different occupations may be
what Taussig has called "equalizing" differences, i.e., may be
wholly due to and proportional to differences in the attractive-
ness, or irksomeness, of the occupations, and not to the absence
of complete mobility between the occupations. Specialization in
accordance with money costs will then also be in accordance with
comparative real costs measured in terms of "disutilities" or of
irksomeness of the occupations or of the living conditions asso-
ciated with such occupations, even though it is not in accordance
with comparative labor-time costs. In such cases the doctrine of
comparative real costs holds unequivocally, in spite of the differ-
ences in wage rates in different occupations. TM

Next, let us suppose that the differences in wages are due to
absolute labor monopolies in the high-wage groups, and that the
hierarchy of labor is according to industry or product, rather
than, or more than, across industry in general." Given the ab-

_Cf. Taussig,Principleso] ecoaomics,I9II, II, chap. 47.The analysiswhich
follows is indebtedto the article by Ohlin just cited, though there is some
differencein conclusions.It is in part a restatementof the argumentin my
reviewof Manoilesco,The theoryof protectio_and internationalfrad¢,193x,in
the ]ow'm_ of politicaleconomy, XL (x93_t),I21-25. ManoHescohad shown
that if underfreetrademoneyincomesof workerswere higher in manufactur-
ing thanin agriculture,and if manufacturedproductswere importedand agri-
culturalproductsexported,protectionto manufacturewouldenablethe coun-
try to get its manufacturedproductsat lower labor-timecosts by domestic
prod.ctio, than by imp_t.

=In my review of Manoilesco'sbook,in which he argued that the higher
moneyearningsof laborin n=m6acturinKthan in agriculturejustified protec-
tion for manufacturingindmtrieswhichunderfree tradecould rot survive,I
had contended,along the same lines as above, that if a greater labor-tline
costofobtaining_ Woductsby im_rtinexchangeforexports
of agriculaaal products instead of by domesticmant_acturewas more than
offsetby the_ d_:U'l_d hbor in _ tlumin asq'iealtare.
there wouldbe no case for an import duty on the manufacturedpmducLha
retry to this ob_mlom M_ merdy repmts hls &ammtration that pro-
tection may result in a savinKin/abor-6w costs, and ovedoolQ,or
denim, the mee, ity d we_hti_ the hbor-time costs by what Pareto ¢alkd
their _Thdimi_ eeefa:ie_" in orderto set the real com. (Mihail Manoi-

"P_lcr hm _ tlwt _ is _ 9_ I do _ _ tl_

_ Moqt_" He commentsthat: "It _ outside the sce_e elthe n_al-cmt
esee_, to whichV'aa_adhem--al_are_ly fromrevmm_ ter tra_/ea; er a,
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sence of the possibility of movement of labor from the low-wage
to the high-wage industry, then the amount of labor available for
the latter industry has only the limited degree of variability result-
ing from the dependence of the amount of labor offered for
employment by the members of the high-wage group on the wage
obtainable. Abstracting from such variability of the amount of
labor as is internal to the group and not due to migration of
labor from other groups, if the high-wage industry is at a com-
parative advantage in terms of real costs but, because of the
limitations on the number of laborers who have access to employ-
ment in that industry, competing products continue to be imported,
the imposition of a tariff on its product will not appreciably affect
the volume of its domestic production, and its significant results
will be confined to changes in the volume of foreign trade, the
relative prices of commodities, and the relative wages paid in
different industries. The inequality in wages would be further
accentuated, and the power of the monopoly labor group to ex-
ploit the rest of the community would be increased, but there
would be no improvement in the apportionment of labor among
the different occupations.

Finally, suppose that there is complete mobility between occu-
pations, but that by law, custom, or trade-union regulation wages
in some of the industries which are in a position of comparative
advantage in terms of real costs are maintained at so high a level
that the domestic market for their products is shared with imports
of competing products. Under these conditions a protective duty
on imports of the commodities produced by the high-wage indus-
tries would increase the amount of employment provided by those
industries and would result in a shift of labor from occupations
of lower to occupations of higher productivity. The conditions of
this hypothesis would not be consistent with long-run assump-
tions, but recent experience has shown that wages in some occu-
pations can persist for long periods at levels high enough seri-
ously to restrict the volume of employment, even when the only
alternatives for those not securing employment therein are either

least it can be included only under quite definite assumptions." (Theory of
bst_ _, 1935, p. I_ note a.) There is no such om_, since
labor monopolies" would cover both those contrived and those due to scarcity
of perum having the requisite qualifies, and for the purpose in hand all that
is relevant is the existence of monopoly, whatever be its cause.
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unemployment or the acceptance of much lower wages in other
occupations.

These examples do not exhaust all the possibilities, but they
bring out sufficiently the range of possibilities that the existence
of different rates of wages in different occupations will make
import duties profitable. The results of this analysis may be re-
capitulated in the following propositions :

(I) Equalizing differences in wages do not cause trade to
diverge from the lines of comparative advantage in terms of real
or subjective costs, even if they do cause trade to diverge from
the lines of comparative advantage in terms of labor-time costs.

(2) Where differences in wages are due to a labor monopoly
in the high-wage occupation, import duties on the product of
the high-wage industry will not result in a transfer to that indus-
try of labor from low-wage industry, will nOt therefore improve
the situation from the point of view of production, and will
impair it further from the point of view of distribution if in-
equality is regarded as an evil.

(3) Where there is occupational mobility but wages are fixed
by regulation or custom at too high a level in some industry with
a comparative advantage in terms of real costs, an import duty
on the product of that industry will enable it to employ more
labor. But free trade plus flexa'bility of wages will result in an
even closer approach to the presumptively optimum distribution
of labor among the different occupations.

The doctrine of comparative costs emerges, therefore, very
nearly intact even from a test about whose results some of its
most ardent adherents have had misgivings. Although reached
by a somewhat different method, the foregoing results amply
confirm the conclusion of Professor Taussig that the existence
of differences in wages does not suffice to overturn the doctrine of
comparative costs, is

X. VARIABLE PROPORTIONS OF THE FACTORS AND INT_A-

TIONAL SP_,CIALIZATION

Ohlin, the most outstanding aad vigm'ons of the critics of the
doctrine of comparative co¢_s, bases his _itidsm oa an interpre-

latnaat/m_ _, p. 6x.
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ration of the doctrine as representing the attempt of the classical
school to explain the forces which determine the specific nature
of the course of trade and of international specialization. Except
for one paragraph, he has given no sign of recognition that this
was not the sole nor even the main purpose of the doctrine, and
this paragraph, appearing as the final paragraph of a book of 59°
pages in which the doctrine is treated throughout as erroneous
and irrelevant, sis clearly a last-minute afterthought, z Ohlin's own
explanation of the forces which determine the nature of interna-
tional specialization is in its general lines admirable, and, I am
convinced, will help to set the pattern of future discussion of this
questioh. Ohtin goes into considerable detail but the general frame-
work of his theory can be summarized in several sentences. A
country exports those commodities which it can produce at lower
money costs than any other country and imports those commodi-
ties which other countries can produce at lower money costs.
What the relative money costs of production of different com-
modities will be in any country depends on the relative prices of
the different factors of production, on the productivity functions
of these factors, and on the extent to which production is carried
in the different industries, and some of these in turn depend on
the demands, domestic and foreign, for the various commodities.
On empirical grounds, however, the conclusion may be reached
that the most important single factor explaining the nature of
international specialization is the d "ences as between different
countries in the relative abundance, and therefore in the relative
prices, of different factors. These international differences in the
relative prices of different factors tend to result in the money
costs of production of particular commodities being low in those
countries where the factors entering heavily into the production
of these commodities are relatively abundant and therefore low
in price. 2

lstcrreg/mud altd btternat/cma/trade,I933, P. 590.
SOhlinrecognizesthat differentratesof rem/merationin differentindustries

w_llalsobe a factorin d,-t_erminingthenatureof a country'sspecialization.He
,tumidgrantalso, I suppose,that relativedifferencesbetweencountriesin the
pricesof the f_'_s andin theirefl_iveness resultin differencesin the meth-
odsby which the same commoditiesare produced,as well as in differencesin
the emmnoditiesproduced,and that the abendaneeand qualityof '_ree goods"
iS_ _ ek,,_lle_:in d_ll_ _ l_odtlct_v]t_sof Lhe"t_treen factors.

In his lomenfl mathematical exlmsitionof internatimmlequilibrimn,Ohlin
trmts m the samefactorin the two reiOm_"onlyfactorsof _cal quality in
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Although Ohlin presents this analysis in a controversial mariner
and as a radical correction of the errors of the classical school,
the appearance of conflict between his own position in this respect
and that of the classical writers and their followers is in large part
the result of Ohlin's treatment of the doctrine of comparative
costs in terms of labor costs as the only classical attempt to ex-
plain the forces determining the nature of international specializa-
tion and of his failure to allow for the fact that this doctrine

was directed primarily to answering another question, the question
of gain or loss from foreign trade. Ohlin is correct in his claim
that the doctrine of comparative costs when expounded in terms
of a single factor, or of fixed and uniform combinations of the
factors, cannot serve effectively to explain the influence on the
course of international trade of the differences in the proportions
in which the different factors enter into the prodt_ction of different
commodities and the differences as between different countries in

the relative abundance of the different factors. But he goes fur-
ther, and claims that by their adherence to the doctrine of corn-
parative costs the classical school were prevented from even deal-
ing with these considerations:

There is no doubt that varying productive factor equipment is the
main cause of those inequalities in [money] costs of production and
commodity prices which lead to trade .... The fact that the pro-
ductive factors enter into the production of different commodities in
very different proportions and that therefore (relative prices of the
factors being different in different countries) an international spe-

the two regions" (/b/d., p. 56o, note), thus abstractingfrom the necessityof
dealingexpresslywiththe role in internationaltradeof comparativedifferences
in "effectiveness"of the fact_'s as betweenthe differentindustriesand regions.
(For the pro'posesof internationaltradetheory, the "effectiveness"of a factor
shouldbe understoodto mean its marginal physicall_ductivity functionwith

to variationsbothin t_ of that factor andhheammmtsof the
otherfactorsassociatedwith it in production.)Ohlin, in his criticismof Tam-
sig's amflysi.%seemsto forget,for the time being,that Taussighad not made
the same abstracti_, but that, on the contrary,he had alwa_ placed marked
emphasison fl_ impormaceof comparativediffm in "effectiveness."Unless
it is asstanedflat each factor, in each industry,has _ "quality_ or ef-
fi_ctivenessin the two res,_m,Ohlln's_ tlmt_ tradewould
be impossibleif Taussig's_ of identicalrelativescalesof _m_esand
interim in the _o reS60nswere applica_ to _/fatto_ or if Taussis_sas-
_ of _m_al proportionso_ U_or and ¢api_ in aU iudma_ were
aplgica_ to d/taeton amlbo_ reliitm (/b/d., 1_. Ifn-6s), is iacorrectin b_
cans. In md, ca_e,the exlnmce of _ dtf_rences in e_ss
wouldmlrsceto $t,ovidea bais for trade.
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cialization of production is profitable, is so obvious that it can hardly
have escaped notice. Yet this fact has been given no attention in
international trade theory. There can hardly be any other explanation
than the dominance of the Ricardian labor cost theory--in the form
of the doctrine of comparative cost--which is built on the explicit
assumption of proportionality between the quantities of all factors
except land in all industries. This precludes the study of varying
proportions?

Ohlin, accordingly, finds it not surprising that the influence on
the course of trade of differences between countries in the rela-

tive abundance of the different factors was "first touched upon,
not by the English classical school, but in French works. ''4 Un-
fortumitely for his thesis, however, the only French work which
he cites is Sismondi's De la richesse commerciale, published in
18o3, while with the exception of the Wealth of Nations the
earliest work of the classical school in the field of international

trade came later than I8O3. Sismondi, moreover, was at this time
still a rather slavish disciple of Adam Smith and may conceivably
have found his inspiration even on this question in the Wealth of
Nations? Of early writers in English, Ohlin cites only Long-
fielde as offering an explanation of international specialization in
which differences as between countries in the relative abundance

•Interrt_ and/sternaf/ona/ trade,pp. 30-3L It obviouslydoes not pre-
clude the study of varying proportionsbetweenlabor and land. Ohlin iay_
specialemphasison the v-.,_,-iableproportionsbetweenlaborand capital, as a
reaction,no doubt,againstthe Ricardianassumption-attimes--of fixed pro-
portionsbetweenlaborandcapital.Butthe Ricardiananalysisis morevulner-
able in its treatmentof landas an dement in cost thanin its treatmentof capi-
tal. I venture the guess, moreover,that the relative abundanceof natural

as coaoared to all other factorstakentogetherhas beenin the past,
andcontinuesto be today,a muchmore impo_iiurtelementin determiningthe
tmtm_of intermtioml specializatkmthanthe relativeabundanceof capitalas
¢amaparedto labor.C_J.to the same effect, N. G. Pierson, Priacifle$ o] eco-
ms (tmm._L_tedfromthe Dutch), II (1912), 195.

lb/d., pp. 30-3L
• CL Wem/t_of nat/o_, CanoanetLII, too:

Ourmerchantsfrequentlycomplainof the high wages of British
as the_ of their_es beingundersoldin fo__gnmarkets;but
they are _t aboutthe hi_ _ of _oc_ Tbey comflm of the ex-

gain o| other people;but they say noth/ngof their own. The
1_¢__ of l_iti_ _ck, _, nm.vco_4bute Umardsrai_g t_
t_iee d Brit_ md_mres in mmy cam u much,and in _me _
me_ tl_ the td_ mtet ef ]_th bt_'.

"See _#m. p.
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of different factors are treated as important, but he apparently
does not regard Longfield as a "classical" economist.

The classical economists, it is true, revealed no great interest
in the detailed explanation of the forces which determined the
nature of the international specialization existing in their time.
But they did not wholly ignore the question, and when they did
touch on it their adherence to the doctrine of comparative costs
did not prevent them from dealing with it on lines similar in
essentials to those followed by Ohlin.

In the course of critical comment on Adam Smith's doctrine

that capital employed in agriculture gave more employment to
labor than capital employed in other industries, Ricardo explained
as follows the forces determining the nature of international
specialization :

In the distribution of employments amongst, all countries, the
capital of poorer nations will be naturally employed in those pursuits,
wherein a great quantity of labor is supported at home, because in
such countries the food and necessaries for an increasing population
can be most easily procured. In rich countries, on the contrary, where
food is dear, capital will naturally flow, when trade is free, into those
occupations wherein the least quantity of labor is required to be main-
tained at home: such as the carrying trade, the distant foreign trade,
and trades where expensive machinery is required; to trades where
profits are in proportion to the capital, and not in proportion to the
quantity of labor employed.*

In dealing with the effect of a tax on agricultural raw mate-
rials which raised their price relative to other elements entet4mg
into production, Ricardo states:

• . . asthe valued commodities is very diff'eremly made up of raw
material and labor; as some _mmaoditi_ for instance, all those made
from the metals, woutd he t_affzcted bythe rise of raw produce from
.the surface of the earth, it is evident that there would i_ the greatest
variety in the effects pr,-ahta_don the w,,lue of tamanodities, by a tax
on raw prodate. As faras this effect was produced, it would stimulate

"_, Workt, tz azl. In a footnoteRimado adds: "If eountrleswith
limitedta#tab, but _th abtaahaee t_ fertae taad,do wetear_ easase in _o¢-
e_ tra_ [Le., the _'r#_ aad _h_/g,& trade?],them is, betatm it b
__ to _ tad thm_ alto tm praCaal_ to .the State."
If _a familiardottrlae ta the ¢i_te=_ mattay _,¢, atar mtmu_ tike

rich ;,,capital tad pota"it mtaml m makVqm/ati_ia tb¢
_tm_
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or retard the exportation of particular commodities .... it would
destroy the natural relation between the value of each . . . and there-
fore rather a different direction might be given to foreign trade. 8

Malthus, dealing with the question of why in England, as com-
pared to the Continent, wages were relatively high, or, as he put
it, the value of money was relatively low, offered the following
answer •

The lower value of money in England compared with the value of
money in most of the states of Europe, has appeared to arise princi-
pally from the cheapness of our exportable manufactures, derived
from our superior machinery, skill, and capital. The still lower value
of money.in the United States is occasioned by the cheapness and
abundance of her raw products derived from the advantages of her
soil, climate, and situation . . . neither the difference in profits, nor
the difference in the price of labor, is such as to counterbalance this
facility of production, and prevent the abundance of exports.9

McCulloch, to illustrate the effect on foreign trade of changes
in the rate of wages, presents a hypothetical case in which wages
and facilities of production are equal in France and England for
all of a range of commodities, so that both countries are on equal
terms in the export trade of these commodities to the United
States. He assumes also that capital, in the form of durable ma-
chinery, enters into the cost of production of these commodities
in different proportions for different commodities. He next sup-
poses that wages rise in England while they remain stationary in
France, and concludes that "England will henceforth have a de-
cided advantage over France in the production and sale of those
cowanodities that are produced chiefly by machinery; while France
will, on her part, have an equally decided advantage over England
in the production and sale of those commodities that are chiefly
the direct produce of the hand." He finds, moreover, that this
hypothetical case fits the facts:

"Priacitles, Works, pp. Ioo.ox.
•Pri_pt_s of politicalrconomy,_1eeL,z836,_ Io6-¢Z.The abovequotation

only part of the relevantmaterial. See also the first edition of the
Prlacil_te._I_ I_ Io4-5.Cf. also Malthus,The mea..arrof z_lue, xSz3,p. 47:
"It ia erldent, therefore,that the _alaes which determinewhat commodities
shallbe exporltd, andwhat hnlmrled,depend.., partlyuponthe quantityof

mooed _ a_r pro_hmi__ t¢o__ _na,y ratesof p_o_t,
mueh ¢¢Wtry,and IMa_Jyalma the value of mo_y. Malthusexplainsthat

"ntm d moray"he meam the "moneyg_e of hl_." (n,/d., p.46.)
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The bulk of our exports consists of cotton goods and other prod-
ucts of machinery ;whereas the bulk of the exports of France consists
of the productions of her soil, arid of jewellery and fancy articles,
principally the product of manual labor. It is, therefore, difficult to
suppose that a rise of wages should be fatal to the foreign commerce
of a country, except by reducing profits, and creating a temptation
to employ capital abroad. It can hardly fail, however, to turn it, to
some extent at least, into new channels: for if, on the one hand, it
raises the value of certain descriptions of commodities and checks
their exportation, on the other, it proportionally lowers the value of
other descriptions, and fits them the better for the foreign market.TM

Cairnes, in a discussion of the type of specialization in which
a new country would tend to engage, gave consideration to the
relative abundance of capital and natural resources:

The class of commodities in the production of which the facilities
possessed by new communities, as compared with old, attain their
greatest height, are those of which timber and meat may be taken as
the type, and comprises such articles as wool, game, furs, hides,
horns, pitch, resin, etc. The characteristic of all such products is,
that they admit of being raised with little previous outlay, and, there-
fore, with comparatively little capital, and in general require for their
production a large extent of ground. Now capital is the industrial
agent which new countries are least able to command, while they
commonly possess land in unlimited abundance. There can, there-
fore, be no difficulty in perceiving that, for the production of the
class of cor,_ioditles mentioned above, newly-settled communities are
especially adapted, and that, consequently, the value of all such com-
modities will be in them exceptionally low.11

J. ][;LMcCulloch,P_lNes o_politicaleconomy,_I ed_ I83O,pp. 355-56
(also in latereditions).McCullochis takingfor grained,alongRicardianlines,
that the quantityof mo_-y re_tlns consta._,midthat a rise in mm_ wages
nmsteonseque_.Jybe accompaniedby a fall in inteTestrates.

" SoMek6di_ _mciples of _li_i ecomomy,x874,pp. ng-,zo.
In cmmectionwith his (_--ussionof the relationbetweenwa_ levels and

the courseof fore/_ trade. Caha_ (_b/d..I_ SzT. note) l_nted out that a
seneral _ in the _a_ of wages in a _.,_-_. by _ml_ in relat/ve
¢h_s_ in the moneycost of p_c_m as be_een _du_s in which fix_
_ _ _at and _ in whida oatla_ on wag_ w_re imp-
tam, ,_aid _ the com._ d _.a_ Oa th_ Scomal that "the_ are _ails
... iato w'-'_ehi_ i_Kan_ _ to mm ia ar_ai_ the ammat qamio_

_ _ _ a_ re,tide tf it _ _ I_ ¢m ia _ _alaetlm of ,dfd*
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These references to recognition of the influence of the relative
abundance of the factors are confined to writers generally recog-
nized as belonging to the classical school, and can be extended
by citations from minor writers of the classical period,12as well
as by citations from later writers, American and Continental, who
were more or less under the classical school influence.13 Such
recognition has been an especially prominent feature of Taussig's
analysis,14although in his earlier treatments there seems to be
no reference to the relative abundance of capital. An allied prob-
lem, which Taussig dealt with at length, t5 the influence of differ-
ences in the relative supplies of the different factors on the tech-
niques whereby different countries produce the same commodities,
does,however, seem to have been left almost completelyuntouched
by the early classical economists. It was, nevertheless, a question
of widespread interest at the beginning of the nineteenth century,
especially in connection with the contrast between the prevalent
"high" farming in England and extensive cultivation in the
United States. Not only did almost every traveler attempt to
explain these differences in technology in terms of the relative
abundance of the respective factors, but acute di_atssion of the
qacstioa is to he found in the _ or othu" writings
of sach early/umrkaa statesmea as Beajamin Franklin, George
Wash_,_ou, and _ Jeffenon.

"(_ e4r.,Tlmm_Hold_s, _ _, _ pp.84-86;Lord
Stomt_ _ 1_,_... _ t_ _Jt,v_ o/aar/_t_e, new_ 18_, pp.
6a,.cq;Jeha Ree_ F-_ _,,.mh./acm,, _ ed.,_S,t_ a_-_; J. S. Ebden,

g G.W_dteCia j8,_,thefdtowiaetmsagefi'omthe Imam Tmmr
as Rimmm/q a _ E_Okhqlim (E.a#_ _ ,,b,_,/c,,._S3_.II.
¢-_):

All_ m-itersia tli ¢oumnrha,m vldtedwi_ _tmm,e the_
_k-_rd _ _ _ _ h, ammta_ by high_-
iq _ to fmce the _ _, to _ the e_msioa, of
mmufaetm_ ia the _ Sm_s. With tl_ hi_ la-i_ for ialaard_at
e_ts ia _ U_.d Stat_ witktlzir _amy _ el mmied¢_al.
wi_ _ _ ra_ _ _ m-haftimlmz_ _'L it was
alm_ a crlmea_mt scci_ to_,_'t h,._ _ fromthefzd_azzl
tl_ _ mk,m_zf_cssadcot_ famaz_

_¢,mdbafm (ia_) by_,;,, zgag.

*,_._t,w_ w_s. e_til a_ t.,m; __,_,,._ya _,,_. _n.._._ ,,_.
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XI. VARIABLE PROPORTIONS OF THE FACTORS AND COMPARATIVE

RE_. CosTs

Proportionality of real costs to money costs is an essential
premise of the doctrine of comparative costs, but the existence of
more than one factor of production, the use of the different fac-
tors in different proportions by different industries or by the same
industry under different circumstances, and the absence of any
objective and generally-accepted method of equating the "real"
or subjective costs involved in the use of units of different pro-
ductive factors, present formidable obstacles to the demonstration
of the existence of any simple pattern of relationship between
real and money costs. Must the doctrine of comparative costs
therefore be abandoned, as some modem writers contend?

It is remarkable how completely the early exponents of the
doctrine of comparative costs were able to avoid discussing this
ftmdamental issue without encountering hostile comment from
opponents of the fr_-trade principle in whose support the doc-
trine was expounded. When the doctrine was formulated in
terms of labor-time costs, this involved _be implicit assumptions
that prices were proportional to subjective labor costs, and that
no other real costs were involved in the productive process, as-
sumptiom which clearly never ¢onananded wide acceptance as
conforming to reaIitT. Those writers, who, like Senior and
C.airnes, wrote in terms of the _ty of prices to "labor
and abstineme" ______or who, Ftke Bastable. _ and
Marshall, accepted money costs of pro_tcti_ as proportional to
the number of "anita of productive power" used in the produc-
ti_ of the respective dmano_ies, and accepted the q,_atity of
inch units of productive pov_eras a measure of the "real" costs

in produ_on, never_ how _-bjective
associated with the use of dlf_erent factors of production could
be equated wi_h one another.1Although it/s hard to believe that

tacitita_ by imaglalag_h ematr_ta mn_ a mmmay _ mmg_
_ _m_per_ m _at t_e_ms and_ tmm_ ta ffaeur-
iaZ a mit d the _ _ _ _ *ammm."_.h_ d _
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it was the first in fact, the earliest criticism of the doctrine of
comparative costs along these lines that I have been able to find
was by Lexis, in I89I? Lexis pointed out that the doctrine as
expounded by Ricardo rested on labor-cost theory of value as-
sumptions, and that these assumptions required for their validity
the unlikely circumstances that labor and capital should in each
country enter into the production of all commodities in uniform
proportions.

A few years later, Pareto, commenting on Cairnes's exposition
of the doctrine, objected to the ambiguity of his treatment of
the significant aspect of costs as "sacrifice," and to his lumping
together of "labor" and "abstii_ence" as if they were homo-
geneous quantities capable of summatiotL He claimed that the
significant cost factors which det_rcdned prices and the allocation
of resources among different employments were the individual
"coQts en o#/_//m/t_," both direct and indirect, the "direct" costs
being the "real" costs of the ¢!_ssical school and the "indirect"
costs the utility from the consumption of the (best) alternative
product B which must be forgone when product A is produced
instead,t The "indirect' costs of Pareto are therefore the subjec-
five equivalent of the alternative product costs of recent neo-
Austrian theorizing. Unlike the neo-Austrians, however, Pareto
introduced the "indirect" costs into his analysis as a supplement
to, instead of as a substitute for, the "real" or "direct" costs,
although he attn'buted to the former a much greater importance
in influencing economic behavior than to the latter. Also unlike
the later writers who have imtedueed alternative product-cost
thmry into the _ of iammtio_ trade asa correction of
the _ theory in m,_m of real coets, Pareto suc-
ceededht _g a genuine error in the comlm'ative-cost doc-
trine when e.x_ in terms of "direct" costs alone, namely,
the errorof giving no _nsideration to the indirect costs of exports
to tl_ _m_t ti_ such _ports are proceed I_ ImKl, or other
f.acmrt, with which no "direct" costs are associated but which
mel/t otherwhe have been used to produceotl_ (or the same?)

"W- _ arllde "Handel," in SdK3td_g. Haadlagk I_r PoEtltc/wm

_ m jmme _ _e _ e_lds cmt_ to imludethe
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commodities for domestic consumption.4 The doctrine of com-
parative costs, to meet this criticism, would have to be restated in
terms of "real" costs plus those indirectcosts not already covered
in the real-cost accounting.

In the last few years the value theory assumptions of the doc-
trine of comparative costs have been subjected to extended criti-
cism, most notably by Ohlin, _ Haberler,e and Mason3 Taussig,
on the other hand, has defended the value assumptions of the
doctrine as sufficiently in accordance with the facts to provide a
substantial foundation for the conclusions made to rest thereon.8

Taussig concedes that the real costs or the "sacrifices" asso-
dated with labor and capital are "in their nature incommensur-
able,'_ as they are not, or are not in the same degree, as between
different types of labor. He makes no attempt to reduce them to
commemurability or to find a basis for restating the doctrine of
comparative costs in terms of labor-plus-capital real costs. He
attempts to show, however, that over a wide range of eases where
labor and capital both enter into production, the presence of
capital _arges will not make the comparative money-cost ratios
di_erem from _ they would be in the absence of
elmrg_ TMWhere this is the ease, then the course of trade--i.e.,
the commodities which each _ imports or _ and the
"_-_g ratios within which they can exrhaage for each other_
will be the same as if there _re no eapital eosts.

Tamsig suoasds in sh_iag that t_ are may eases in
which the _ of ¢ap/tal c0sts, alflmugh it dmnges abso-
hae uamey costs or evca relative morn7 costa within a cctm_ry,
ienu amlami_ moaey eoas the same as tl_ mmkl I_ if
a_,e were no capital trots. All of time crees fall ruder oae

"Pam_/hg, 1_aaL"/_eerror_ a_ carryaver,I latin, ia_ like_
tn_ _Eb,sls d tlz d_sltzl _I fr_ _ m il_, I_ I m f_l m
_ _ d_ m k_re I_L

"_ "r_ _ _ _ W_
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general category, however, where, assuming that there are no
other expenses at the margin except wages and interest, the ratio
between the percentages of wage (or interest) expense to total
marginal expense for the two commodities is the same in both
countries.

Let the two commodities be designated by a and b, respectively,
the two countries by I and 2 respectively, wage cost at the margin
by w, capital cost at the margin by c, and total marginal cost per
unit by t. Then:

W,.1-{-C,,.1----t,.1 w,,.2q-"co.:==t,,2
(i)

Wb,t-{-Cb.X= tbA CObo.+ Cb.2= tb._

In order that the course of trade shall not be altered by the
introduction of capital costs, as comparedto what it would be if
there were only wages costs, then the following equation must
hold:

wa.1 t,,__21

w.._= t..__, (3)
Wb.t tbA
Wb._ tb.2

But equation (2) will hold only when the following equation,
which can be derived from equation (2), will hold:

Wa,1 $[/a,2

t-,_= t_,, (s)
_b.! 7.U b,2

tb.1 t_.:

i.e., equation (2) will hold only when the ratio between the per-
centages of wage expense to total expense in the production of
the two commodities in country z is equal to the corresponding
ratio in country 2. It is obvious that, even if the interest rate is
not different in the two countries, there will be many cases in
whichequation (3:) will not hold.

Since there are fairly substantial differences in interest rates
between countries, and since even if interest rates were interna-
tionally _niform there would still be possibilities of divergence
between comparative total money costs, on the one hand, and
comparative wage (and real labor) costs, on the other, it would
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appear that the doctrine of comparative costs in terms of labor
costs is subject to ,serious modification when account is taken of
the participation of capital in the productive process. Taussig does
not deny the e_istence of this logical difficulty for the doctrine
of comparative costs in terms of labor costs, but claims, on
empirical grounds, that its significance is limited :ix

The quantitative importance of the capital charge factor in inter-
national trade is probably not great. As the whole tenor of the pre-
ceding exposition indicates, the range of its influence is restricted to
a special set of circumstances. Witlfin that range, its influence is
further limited by the absence of wide inequalities in the rate of
return on capital. Interest, while it does vary somewhat from coun-
try to country, does not vary widely between the leading countries
of western civilization; and it is in the trade between these, and in
the competition between them for trade with other countries, that
the interest facto'r is most likely to enter with its independent and
special effects . . . we are justified in concluding that this element
in the economic situation, like the dement of persistent differences
in wages to different workers, does not lead to a radical modification
of our first conclusions.

It would not be seriously contended by anyone today--if ever
--that the doctrine of comparative costs _n terms of labor costs
lays down an exact and universally applicable rule of policy, any
deviation from which necessarily involves national loss. It could
still be held that the doctrine provides a generally valid rule of
policy, to be departed from only upon clear demonstration in
particular instances that there exist special citc_uastances which
make the rule inapplicable in those droanstances, if for most
products entering into foreign trade wages costs were so predomi-
nant a part of the total costs that the differences as between
different products in the percentages of wages costs to total costs
were narrowly limiL,-d in range. Oldin counters tliis mode of
defense of Tanssig's position by dting the rangeof capital per
worker in manufacturing irglustries in the United States from
$m, ooo in the chemical industry to $t7oo in the tobacco indus-
try. a This is not, however, as cvashin__ga rebattal as it seems
m be. The signlfa:ant ratios for the labor-cost version of the
doctrine of oantarat_ costs ate between ete_ of
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wagescoststototalcosts,and notbetweentheamountsof capital

used per laborer.Assuming thatinterestand wages shown as
suchon thebooksof theparticularindustriesaretheonlycosts,
assuming further that the interest rate is 5 per cent per annum
and the average annual wages per laborer $I2OO, the data cited
by Ohlin show a range of percentages of wages cost to total cost
of from 70 per cent to 93 per cent. If wages cost never fell
below 7° per cent of total cost, a trade policy which accepted labor
costs as the only real costs, money costs as a rough but ordinarily
adequate index of comparative wages cost, and wages cost as a
rough "but ordinarily adequate index of comparative real cost,
would not go far wrong.

Ohlin also cites estimates of the value of output per iooo
hours of labor in American industry ranging from $548 in the
yam and thread industry to $xo,87o in the die and punch indus-
try, with the implication that the disparity is due to the much
greater role of capital in some industries than in others. 13 Such
estimates, it may safely be taken for granted, are based on the
accounts of the concerns which carry out the final stages of pro-
duction of the enumerated commodities, and therefore do not
include in the labor costs of these commodities the labor in-

gredients in the expenditures of these concerns for materials,
equipment, transportation, building rent, capital equipment, and
even taxes, insurance, and banking services charged as "interest."
The apparent ratio of wages costs to total costs of automobiles
will be much higher if calculated from the accounts of an in-
tegrated concern producing the automobiles from the materials
stage to the finished car stage than if computed from the ac-
counts of an assembly plant. In the same manner, interest
charges are concealed in the costs of materials, etc. If calculations
of ratios of wages cost to total cost are to be used to test the
validity of the doctrine of comparative costs in terms of labor
costs, the-/must either include the element of wages for past
iabor contained in materials and other expenses, or, a more prac-
timble and more relevant procedure, they must be made only for
specified stages or segrramts of the productive processes of the
various ¢olmnod_es, and must be based on comparisons of wages
costs to *'value added by manufacture" rather than to gross value
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of the product. Ohlin maintains that the "orthodox" theory con-
siders only current, not past labor, a* If this were so, it would be
an obvious error which should not be incorporated in one's own
analysis. But whether we take Ricardo 15 or Taussig 16 as the au-
thoritative exponent of the "orthodox" theory, past labor costs are
included in the labor costs of that theory. Whatever properly com-
puted data would show, the data offered by Ohlin inflict no serious
damage on the doctrine of comparative costs in terms of labor
costs.

The plight of the comparative-cost doctrine appears still less
serious, moreover, if it is granted, as I believe it must, that a
real-cost theory of value should provide for real capital costs as
well as for labor costs. If interest charges are different fractions
of total expenses in different industries, then if money costs were
to be proportional to real costs they could not be proportional to
labor costs alone. Specialization in accordance with money costs
may still be in conformity with real costs if these include both
labor and capital costs, even when it is clearly not in conformity
with labor costs alone. The logical difficulty for the doctrine of
comparative costs created by interest charges is not that they can
be shown to result in a deviation of money costs from real costs,
but rather that there is no satisfactory way of showing whether
money costs which include both wages and interest costs do or
do not conform to real costs.

It must be conceded, therefore, that the existence of variable
proportions between labor costs and capital costs and the absence
of any procedure by which a bridge can be built between real
labor costs and the subjective costs connected with capital or
"waiting" makes it impossible to postulate a dose relationship

a/b/g, p. _ta, note.
"CI. Ricm_, Notes on M_ffa_ [s82o1,p. 37:

Besides omitting the considerationwhich I have just mentioned[i.e.,
of labor] he [i.e., Malthus] surelydoesnot reckonon the kdxa"
on mael_r_, s_cb_ steam engines,etc., _ coal,_ etc. Does

not the tabor on these _ a part of tl_ labw beaowed oa the
madim?

"Ct. Tatm_,latm_o_tUad,,t_,t_.6$_. Cf. aho, 6/d., Sw _
M _ m,/t _,t/_, tg_ p. 38 (itatics in the ortsiml) :

Wlma the _ ot labor is slmlamot, tl_ _ d al/1_
lalmr herdedto hqng an artlde to marl_ h m__nt; not mm_/ that d
the lal_ laanedtat_ and _ _ (Bket_ of the fmmr), lint
tim o/t_ inndor nd mtzr d an_,-m,_rm= tma_ tnd
ttm of tl_ mmtm_" and_a'tt_ on the _ _d ati_
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between prices and real costs, 17 and restricts the case for trade
on the basis of cost analysis to the proposition that in so far as
such relationship can be traced the analysis as a general rule
points conclusively to the profitability of trade. The area of doubt
can be still further narrowed by cost analysis where it can be
shown that all of the technical coefficients of domestic production
of a particular commodity are higher than the corresponding tech-
nical coefficients of the export commodities in exchange for which
the commodity in question would be obtained under free trade.
or where, if most, but not all, of the technical coefficients of
domestic production are higher, those which are lower can be
regarded as of minor importance and those which are higher are
much higher and those which are lower aI e little lower. The case
for free trade can be still further strengthened by resort to
analysis from the side of income instead of cost, as will be shown
in the next section of this chapter and in the next chapter. Before
I proceed to the income side of the picture, it will be convenient,
however, to examine still another method of cost analysis which,
on the surface, seems to dispose of the complications for a real-
cost theory of value resulting from the use of different factors
of production in variable proportions.

Given effective occupational mobility of the factors and equal
attractiveness of the occupations, each factor will tend to be ap_
portioned among the various employments until its marginal value
productivity in each is equal, i.e_, until the prices of the different
commodities are proportional to their marginal real costs in terms
of any'single factor, which corresponds with their marginal single
tech.,fical coefficients. Let xl, x_, be the outputs of commodities
x and 2; let 3a, _, be the total amounts of labor-time used in the
production of art, x_, respectively, and zt, z_, be the total amounts
of "capital-waiting" used in the production of arl and x_, respec-
tively; and let ja, p2, be the prices of commodities x and 2, respec-

tivdy. Then 8__._,_y2 will be the marginal costs of commodities

x and _ respectively, in terms of real labor costs, and _ls_

will be the marghml costs of commodities I and z, respectively,
fl'ta_l costs are mt "*teal"costs as the _-_a is here used. They must be

dmlt _ ,_ _ memmo_ incc_ ana._sis,or by a_u_Z themto the
real emil See _ PP.493, note 6; _)-m.
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in terms of real capitalcosts, and, under equilibrium, commodity
units of equal price will have equal marginal real labor costs and
equal marginal real capital costs, or:

_x_ _xa

These marginal costs in terms of single factors have meaning,
however, only with reference to changes in output so small that
they can reasonably be assumed to be brought about by changes
in the amount used of a single one of the factors. Substantial
changes in output would normally be brought about by substantial
changes in the amounts used of all, or of most, of the factors,
when the significant marginal costs would be aggregates of a
number of different factoral costs, instead of costs associated
with one factor only. This _pproach, therefore, is inapplicable to
substantial changes in the allocation of resources as between dif-
ferent industries, whereas significance can be attributed to the
doctrine of comparative costs only as, and if, it is applicable to
substantial changes in such allocation.

XII. "OPPORTUNITY COST" ANALYSIS AS A S_ FOR
REA_.COSTA_Ja.Ysxs

The Austrian school presented a theory of value in which
areal costs" as understood by the English classical economists
had no place, and, except for technological coefficients of pro-
dactioa, no cost analysis was indaded. The original Aastr'_n
Lheory of value did not so much contest as ignore the existence
of "real costs" and th_ considerations which led the English
classical sdmoi to assign to them an important influence over
relative prices._ Yielding to the la'essure of controversial discus-
sion, the Austrians eventually made some minor concessions to
such influence, but failed to iacorlgaate these concessions satis-
factm_y Lntotheir general theory,Zand cem:humt to presem their

:o

_Forsaad_bmw_ _ b__ _ _Om _wd _ m _be

_a-lh_ aa faru I lamf, ac_r _u_al ht__lmt l_tlaa am
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theory on the basis of a set of special assumptions whose respon-
sibility for most of its distinctive features they never emphasized
and, I believe, never recognized, a

The Austrian theory of value has recently taken on a new
lease of life under distinguished and enthusiastic sponsorship
under the designation of the "opportunitT cost" or "alternative
[product] cost" or "displaced [product] alteraative" theory of
value. This originally was except for the label an identical repro-
duction of the Austrian theory of value. In response to criticism,
it is now incorporating real-cost considerations into its analysis
more fully than did the original Austrian school, although its
exponents have denied the legitimacy of such considerations more
unrestrainedly than did the original "Austrians." This opportu-
nity-cost theory has recently been applied to the theory of inter-
national trade as a substitute for the doctrine of comparative
costs in terms of real costs, and has occasionally been presented as
accomplishing all that the latter professed to do while escaping all
of its difficulties. I will first examine the criticisms by the opportu-
nity-cost theorists of the legitimacy and relevance of real-cost
analysis, and then consider the positive substitute they offer for it.

The opportunity-cost theorists interpret "real costs" or "dis-
utilities" as signifying "pain costs" (often as signifying/abor-
pain costs only), and they apparently deny that pain costs have
any bearing on prices, or perhaps any existence. Whether or not
there is such a thing as "pain," and if Lhere is, whether or not
its presence at the margin or earlier is a factor in determining the
quantity of work or saving which will be done, are questions

the demandsfor the factors of production.But if disutilitiescan influence
valms, as he eom:ede_they caa do so only flwoaghtheir influencecmmoney
costs. Wies_, malting concessionsto the irksmaenessd labor as a valae-
determiai_ hctor, concludedthat "Servicesof equal utili_, but of dif_e,-e_
degreesof hardship,are so reWalatcdin regardto valuethatthe moretrouble-

_ is mere J_hl_ aj_abed" (_/_,m,/m/,_, z_, p. _) but f_a'led
to ea_laia how d_ extraordiaarlrmalt was b,m,Sla alam.

"TI_ amame_ fo_-iamact, ,milormrates ol _a_rin all oceulmiom for each
klad of Woducflve_-/_., and fixedaromas of _ irrespecti_ of the rates
at _ _ ser_i_s _ere _ "L_heqtuafl_ of ca_al, in fl_eseaseof
the aamum d tampammm d _ or, givea the amauatsd t_ oflm-
factor_ ia the sem_of t_ "_raC¢ _th of the _'tlve txa6o_"flz'x_
_ h a _ ol the rate d in_re_ lint by mnfining_eh" _ tothe
_smmw _s _a_-_ _ _ _ a _ o_ the _a_active _
__ th_ mmssi_ d mmia¢ _ or al_,_ce_ tnaa ima_
dJia__ as a _ _ma tlmw_ it m irksmm_

/
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which the economist is, as such, incompetent to answer, whether
in the affirmative or in the negative. Fortunately, however, no
answer to these questions is required by a theory of value of any
species which has ever had wide currency. "Real cost" or "dis-
utility" has not, as far as I know, ever been used as a synonym
for "'pain" in some precise psychological sense, and in real-cost
analysis pleasure relinquished and pain endured are alike treated
as real costs, without attempt to distinguish them, and without
any purpose which such distinction could serve. I am not even
certain that Ricardo, or J. S. Mill, or Cairnes, or Taussig ever
used the term "pain" in their analyses. In so far as the pleasure-
pain terminology was used, the usage of the ordinary elassieal
economist, though never rigorously defined as far as I know,
seems to have been essentially that of Bishop Berkeley many
years before :

Sensual pleasure, qu_ pleasure, is good and desirableby a wise
man. But if it be contemptible, 'tis not qug pleasure but qu_ pain,
or cause of pain, or (which is the same thing) of loss of greater
pleasure. 4

Every problem in economic welfare is a problem in the maxi-
mizatiou of the surplus of income, in some sense significant for
welfare, over outgo, also in some sense significant for welfare.
The classical school, in the doctrine of comparative costs, attacked
welfare problems from the point of view of how the outgo neces-
sary to obtain a given unit of income could he minimized, and
as outgo, or real cost, they included pleasures surrendered of
certain though not all kinds, the one kind omitted being the
pleasure derivable from an alternadve'product. They also, as we
shall see in the next ghapter, dealt with problems of welfare,
including the problem of L,_adepolicy, from the income angle,
from the point of view of max_"mg the total income from a
given outgo in terms of real cost, where the forgone pleasure
derivable from an alternative product was treated as an alterm-

income, not as a cost. The two approadm are eom0teamary,
rather than cmmadiemry. Provided every dement affecting reh-
ti_ prices is given proper __s:'_leratio_ R &ms not matter, except
on Ian'ety tmmindogiml _afid_tio_ _ they are treated

•_ _o_- _, w__ _ _ re, _o.
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as originally expounded, not only left out of consideration some
important factors affecting price, but denied, by implication at
least, that they were entitled to consideration.

Second, the opportunity-cost theorists stress the fact that prices
are the outcome of the choices of individuals as between alterna-
tives, with the implication that this differentiates their theory from
real-cost theory. I know of no individualistic theory of exchange
value, ancient or modern, which is not a theory of the conse-
quences for relative prices of the choices made by individuals
between alternatives, and the differences between the various the-
ories are essentially differencesin the range of alternatives choice
betweeriwhich they treat as significant for price formation. The
notion occasionally encountered that the classical economists be-
lieved that in some way real costs fashioned prices to conform to
themselves without the intervention of c_holcesbetween aherna-
fives exercised by individuals in the market seems to me a myth
which cannot be substantiated by chapter and verse or any other
sort of evidence.

The opportunity-costdoctrine, in its original form and in the
only form in which its pretensions to being a revolutionary de-
parture from real-cost value theorizing have any basis, treated
choice between alter_ve products (or choice between the utili-
ties derivable from the consumption of alternative products) as
the only choice significant for price determination. In this theory"
the only true cost is foregone product, and relative prices are held
to be determined solely by preference_ between products and by
the technical coefficientsof production. In real-cost value theoriz*
ing, prefi=ences as between products play a role in the determi-
n_on of values, but so also do preferences between OC_l_Ons
for their own _kes, as J_ivities, plemu_le or painful,
becmmeof the modes and locafimw of life _neces____ritya.moclated
wiCk-and _ 1__ betwcea_m_d (vo_
tary)_ of thefactc_,m_de_n betwceaexi.m_
and _ of the factorL In the _tive-tx_ doc-
trine, whwe the _ of trade polE7 h deadtwith from the
po_ of view of under whmtforelgn_tmde_ a m_t of a givm
_ _ _e _ at t_ mh_mm r_ cost,rueprob-
kmof_ke_bet_ almmt_ _o_ _ _ from,but
f_ _ _ ieft for _ of all the otherr_v_mt
_ _ wh_ ¢b0_cemm_tbe ma_ In _,
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however, where, for whatever reason, any choice between occu-
pations, or between employmemand non-employment, is a matter
of ind]ffc_e to the in¢_ concerned, comparison of the
products of alternative allocations of _e productive services will
alone be relevant both for the expimmtion of the determination
of relative prices and for the appraisal in welfare terms of the
relative desirability of alternative allocations. In such situations,
only analy_ on the income rodeis nec_,=ry, and real-cost analy-
sis is irrdevant, The classical school, as will be shown in the next
_, did have mcottrse to anaF_Ls on the income side, but
their main em#a_ was on o0a_ and where, as in the case of
land use, real costs were ab_mt or tmim_rtant, their analysis was
defective. But even in sue&situations, the opporttmity-eost form
of the inomm approachhas no obvious advantages as compared
to an outright income ai_mmda, and has the disadvantage that
by its forced restriction to two ¢x_ties and its stress on
physical quantit_ it distracts _ from the eontplications
presented by a variety of aRenmtive products and from the utility
or welfare aspects of vatiatiom in the _ts and in the
distribution of the real income.

Theq,pormnity-cmt_ wastim _plied to theproblemof
gain or lou from foreign trade as a substitute for the doetfim of
emntmativerealcostbyHal_ler? whodain_ forit thatit was
adequate for the _ and had the ad--v-_rt_ ove_ the doctrine
of ¢mntmative co_ that the treeof the factors in va.,iable pro-
lXmlom_ no _ for it. Itt his l_=.____aoa,

made me of a producti_-kadiffere_ curve, and the
indiffem_._.cur_ apprmchlm lz_ _urther_,___ on mru2ar
lines, by Letm_ aml _f. T I will emleavor to show, Man
examimttimof tl_ _ _ tl_t t_ op_-
tu_-ty.cost_ f_ _ onthe"tml immm" sideof
the_ _tog0_ to tho_ _ inrcat_ a_iysi_ _d

=_ie _'dtr _ gcmm:' _. dr., PI__ff.; Otr _tir-

_, xg_, pp.'txrSg It I_ bernm_l,s t _0_'_ U lht_mttjm d

tattmul,t_U,"_ Xgl (_9, _- - -
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that it avoids the difficulties involved in real-cost analysis for the
most part only by ignoring the existence of some of the con-
siderations which real-cost analysis takes into account.

The theory is presented in chart XI* in terms of so-called
indifference curves. Any point on the curve AB represents by its
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fromthehofizom;daxisthemaximumamountof copper
and by its distance from the vertical axis the _ amount

of wheat-which can sinmltaneously be produced by the country
in question with its existing stocks of the pn_'uctive factors. The
slope of the_to the AB c-arveat any point representsthe

•ChaztXI wa, mh_slm_1_pans/for aad _ ina lem_ slvcaIv
a_ at_he_S¢Iml _fEcmami_in 3ama_, z_a. It b ia_
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_ iaS_mitythelrcmam._-tio_arefairsugm'im-.NOmek _ he_,ethe_ I_ ia chart Xl.
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alternative product cost of copper in terms of wheat, or the
number of units copper which must be sacrificed to obtain an
additional unit of wheat. In the absence of foreign trade, the
relative exchange values of the two commodities must correspond
to their alternative product costs, so that, e.g., if at the margin
two units of copper must be sacrificed to obtain an additional
unit of wheat, then under equilibrium two units of copper must
exchange for one unit of wheat. The curve MM' is supposed to
be a "consumption-indifference curve" for this country, tangent
at some point, K, to the production curve HB, and points on it
represent combinations of copper and wheat which would be
equally "valued" by the community. At point K, where the two
carves have a common tangent, ram', the alternative costs and
the relative values of the two commodities would correspond. The
point K is therefore the equilibrium point, in the absenceof for-
eign trade, and od units of coI_r and oc units of wheat will be
producedand consumed.

Suppose that if trade is opened with the outside world copper
will be imported from abroadin exchange for wheat on the terms
indicated by the slope of the FF' line, which is tangent at G to
the production curve, AB, and at H to another consumption in-
differencecurve of our country, NN _, which is higher than MM',
and is therefore taken to represent a greater total utility than
MM'. If the slope of FF is taken to represent the equilibrium
terms of exchange of copper for wheat under foreign trade, our
country will under equHibrimnproduce og copper and oe wheat;
will consume oh cc,operand of wheat; and will import Oh copper
and eiport [e wheat. The amount of copp_ and of wheat avail-
able to it for consmn_on will therefore both be greater under
_il_ _de than inthe _of _ t_ck. W"_ the

the FF' _ pm_it is not _ sm_ as the _Jm'_ fmip

a _ _ _apl_ and v_-_Ltwhichwillbe _ a higher
__ em'w _an MM" ud _e_re w_ _-

smmd ofaqwof-the_ und_ _ e_le_,n infl_e
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It is first to be noted that a true "consumption-indifference
curve" must refer to a --.ingle valuing individual, and that the
MM' curve, representing as it does a country as a whole, can be
given meaning only if it is understood as representing the various
combinations of copper and wheat which would have equal market
value when the distribution of income was such as was consistent

with the production of od copper and oc wheat. For every other
productive combination, there would be another and different
family of equal-v/due-combination curves, some of which would
intersect the MM' curve---an impossibility if these were genuine
consumption-indifference curves, independent of the actual alloca-
tion of production. Similar qualifications must be made with refer-
ence to the NN' curve. The NN" curve cannot, therefore, be ac-
cepted as necessarily representing a higher total utility, i.e., a
higher "real income," than MM'.

The opportuuity-cost approach encounters, therefore, on the
income side, the same type of, difficulty of weighting in the absence
of knowledge of the proper weights as does the real-cost approach
on the cast side. It remains to be demonstrated that the oppor-
tunity-cost approach avoids the difficulties on the cost side only by
avoiding recognition of the considerations which give rise to these
difficulties. Let us return to the production or AB curve, and ex-
amine its implications. On a true production-indifference curve,
any two points would represent the product-combinations result-
ing from two allocations of productive activity equally attractive
to the choosing agent after due consideration had been given to
everything associated with such activity except the product out-
come. As presented, the AB curve constitutes merely a series of
maximum-possible combinatiora of product when a given stock of
productive factors is employed, presumably to its physical maxi-
rnttm. In an actual situation, the actual product-combination would
not be z_ tl_ curve, but would be somewhere below it, if the
ammm_ of the factors, or the extent to which they prefer leisure
to_ were dependent on the rates of_ and
if the eqmTtbrimn rates of remuneration were lower (or higher)
th_ those rmm which _ mduce each factor to render

tbe _ mmm_ of prod_tive serv_ of wh_ it was physb
¢_ly_ Eveu if the ¢_m of ¢m#oymcnt of the f_ors was
fnml_ _ allocation as between copper and wheat would be de-
Imadmt, no¢ onty. u is assumed in the diagram and in tbe o¢lmr-
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tnnity-cost theory, by the relative demands for copper and wheat
and the productivity functions of the factors with respectto copper
and wheat, but also by the relative preferences of the factors as
between employment in copper production and in wheat produc-
tion. Given the existence of ouch preferences, then even for a
single individual the true production-indifferencecurve would not
be _/B, but some other curve lower than .dB at some points at
least, and higher at none. The opportunity-eost theory thus es-
capes the difficulties connected with preferences for leisure as
compared to employment, preferences as between employments
and variability of the supplies of the factor, only by ignoring
them.

Haberler, in his later and more q, nl;fied exposition of the
opportunity-cost theory as a substitute for the doctrine of corn-
parative real costs, does take up the caseof equalizing differences
in wages, which I claim presents a difficulty for the opportunity-
cost theory but not for the doctrine of comparative costs. He
confines himself, however, to saying that "obviously the correct
procedure" is "to take into account the advantages and disadvan-
tages of different occupations other than the money wages'_
which appears to me like an abandonment of the opportunity-cost
doctrine as an alternative product-cost dodrine. He gives a refer-
enee, however, to an article by Lionel Robbins, "where it is shown
how this and similar cases can be dealt with by the opportunity-
cost doctrine." The only relevant material I can fredin this article
is the following passage ._"

All econo_c changesare capableof being _ as forms of
ex_ And hence,as Wicksu_ has shown, they can be exhibited
furtheras the resultantof demandoperatingwithin a given tedmlcal
environment_It hasbeensaid that this becomesimpossibleif account
be _ of _e _dled ot_r _mm_-_ _._ of
di_mt occupati_. Profem_r "_u_r... h_ _rged this
ol_ecti_ '1_ _, bo_'ver, see_ to be c_ of a umple

II.iaml Roblmb"Rema_ a_a ¢erlaia_ d _ d ,:mu,"

"r_uhsd choices_ zRer_th_sd=11_ _ ff "dma:na"k
to mean*_'dermeesbetweenaaermti_esd _! _im*_ of what_ttmu-
•a_ _ ,in_ u_rs. I we_ aet _ ei _ te._whtth

ever_ _ e_r wrc,__ _
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solution. If the other advantages and disadvantages are treated as
joint pmda_ the W.,_ueed _ can m'll be _

In this passage, and elsewhere in the same article, except for
the mggestianhemakesthat,in effect,"valueof alternativeprod-
uct" be substituted for "alternative product" in the formula.

is z,erbaRy adhering to the original opportmdty-cost
doctrine, the doctrine that the cost of productima of pr_luct A is
the alteruafiw product, B, whose production is f_gone if A is

Butthe doctrinewhichhe hereexpoundshas uo point
of conflict with analysis in _'ms of real ccslts em_pt in choice of
ter._,i_ogy andin its impliedsuggestionsthatits emphasisupon
choke between alternatives is novel and that, ev_t in this vale of

tears, man is required to choose only between attract/_ alterna-
tlves. By calling the excessof 0eamrablenessof occupationA
over occupationB a "joint product"of A---andpremmablyby
caningtheexcessof irksmnen_ of ocmpati_ C over_
D a sabtraction frmn the product of C., or, perlmps, by denylng
that oct-upatiomcanbeirksmne---4he"product"terminologyis re-
tainedwhile proper accmmt is taken of the s'_gnificance for prices
of choices between other alternatives than products. By the same
terminologicalprocedure,I suplmse,il thealternativeto produc-
ing E were prodnc/ng F plus increased leisure, the increased
leisurewouldalso be termeda product,of "not-working/'I tai_'
it. If a smaller product now should be chosen in preference to a
largerproduct of the samekind/_ the future, inch terminoloocal
virttmsity would not be overtaxed if required m find some way
of expressing rids preference as a preferenee for a larger "prod-
uct" over a smaller one. But if the opportunity-ant theorists are

now prepared to admit that all of the factors regarded by the real-
cost theorists as influe___g the determination of prices should
be taken into account in explaining their determination and in
appra'.._-slngtheir significance, their insistence upon calling all of
these factors "products" and their imputation of serious error to
those of us who persist in regarding "real costs" as a better term
/or some of them, will not dampen the ardor of my welcome to
them as belated converts to analysis in terms of real omt_ Even
with the aid, however, of the genuine contribution which the

techniquecan make to the treatment of land-
me emt_ the dectr/neof comparativecosts succeedsin demon-
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strating the profitability of trade only subject to the fairly impor-
tant assumptions and qualifications examined above. In the next
chapter I will endeavor to show that analysis of the strictly in-
come aspects of foreign trade adds strength in certain respects to,
but reveals additional weaknesses in other respects in, the case for
free trade, and leaves it in that state of persuasiveness associated
with incomplete demonstration which seems to be a universal
characteristic of propositions of economic theory relating to ques-
tions involving human welfare.



Chapter IX

GAINS FROM TRADE: THE MAXIMIZATION
OF REAL INCOME

It is the mark o] an educatedman to look]or precisionin each class
o[ things just so far as the nature of the subyectadmits; it is evidently
equally_oolishto acceptprobablereamming_roma matlwmaticianand
to demand ]rora a rhetorician scientific proofs._Aristofle, Ethica
Nichomachea,m94 b, as cited by T. V. Smith,InternationalJournal
of Ethics,XLVI (x936), 385-

I. "MAss OF COMMODITIES" AND "SUM OF ENJOYMENTS":

RICARDO AND MALTHUS

In the comparative-cost approach to the problem of gain from
foreign trade, the stress is put on the possibility of minimizing
the aggregate real costs at which a given amount of real income
can be obtained if those commodities which can he produced at
home only at high comparative costs are procured through im-
port, in exchange for exports, instead of being produced at home.
In the later development of the theory of international trade, sev-
er',d methods of dealing with the income aspects of foreign trade
are introduced, and in the exposition of Marshall and Edgeworth,
though the ,:_iq3arative costs are stall a factor in the situatlon, x
they appear in the analysis only implicity through their influence
on the reclprocal-demand functions, which, in so far as they are

• The tendm_ m thepartof t_aU md _ to allew cost amlysis
to recedeinto the track-round,and to deal with the questim of pin or lob
from trade prlm_y in terms of income analysisis in sharp ._.-_,st with
AIIyaY_s centeet_ that thetreatmentof theI_reblemshouldbe _lely in
tram of corn: "tIere asain the ,tedy _ eom affordstheonly prmlcablereed
m _ I_Wo_I_- netg,j_ m loJxL C._imo_mefi'_m_m_ita_ The

lmm_ l_t tlmt mt lm____ are more _ l_m a_ccmli_ _ tl_ _mu_
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welfare functions, represent "net" income or h_come-_
quantifies.

Ricardo and Malthus, in the course of a discuss/on o,f ¢_mcrete
problems of trade policy, offered some indication of the nature of
the "welfare" presuppositions of their gain analysis. In M_,
Marshall, and Edgeworth these presuppos?fi_msare left unex-
pressed, as far as their intern_l-trade analys_ is concerned,
and must be inferred from their other writings. As will perhaps
be made evident, it is a question whether MarshaR and Eclg_-
worth., notwithstanding their more elaborate tedm/ques of anal-
ysis, improvedsubstantially upon what Ricardo and Malthus said,
searay though that was, with respect to the criteria of gain or loss
from foreign trade.

Matthtts attributed to Rieardo---whether "rightlyor wrtmgIy is
open to argument--the position that the saving in cost under free
trade resulting from obtaining the imported commodities in ex-
change for exports instead of by domestic production not only
demonstrated the existence of gain from trade but measured the
extent of the gain. To this proposition Malthus objected that
the excess in the cost of domestic production of the imported
comm.Mities over the cost of obtaining them in _ f_r
exports provided a grossly exaggerated meas_e of the gain from
trade where the imported coum_odities could not be prodtreedat
home at all or could he produced oaly at extnam2y h/gh costs ._

Mr. Rica.,xloalways views foreigu trade in the _ of means of
obtaining c_ _mmodith_ But this is oaly looi_ag to one half
of its ad,r__._,es, and t am strongly disposed to thialg am t_.
half. Inour owntxamnerceat least, thiJ part of tire tradeis ctmapara-
ti_y iacomider-.Ja__The great mass of our imports consists of
articles as to which there can be no kind of clamtiouabout their
comparativecheapness,as raised atamd or at ham_ If we coukl not
import from foreign countries our silk, cotton attd imago .... with
may other _ _ctdiar to _'_ _mmues, it is quite _-tair,
that we should not have them at all To estimate the advantage

tbe quaat_ of laker an_ ca#tal which they would Imve cost if we
lad _ _ ra_ mematbam,ow_Id_ perf-,_aty"_
ta _ ao mt_ attm_ _ lmre iasm time.at o_. _ we _,_,__,kl
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by possibility have made fine claret at ten pounds a bottle, few or
none would have drunk it: and the actual quantity of labor and
capitalemployedin obtainingthese foreign commoditiesis at present
beyondcomparisongreater than it would have been if we had not
importedthem.

Malthus held that the gain from trade consisted of "the in-
creasedvalue which results from exchanging what is wanted less
for what is wanted more"; foreign trade, "by giving us corn-
modifies much better suited to our wants and tastes than those
which had been sent away, had decidedly increased the exchange-
able value of our possessions, our means of enjoyment, and our
wealth."s Malthus, here as elsewhere, meant by "value" or "ex-
changeablevalue" not value in terms of money but purchasing
power over laboror "labor command." He reachedthe conclusion
that foreign trade increases the sum of "labor command" in the
following fashion : foreign trade, when it results in a new assort-
ment of commodities available for use which is "better suited to
the wants of society" than the pre-trade one, increases income
in the form of profits without a proportionate decrease in other
forms of income, and therefore increases the amount of money
available for payment as wages, or the demand for labor; wages
do not rise in proportion to the rise in total money income;
therefore the new income constitutes a greater sum of "labor
command" than the old one.4 Malthus would, therefore, presum-
ably deny that there was gain from foreign trade if money wage
rates rose relatively as much as total monetary income, so that
there was no increase in '_tbor command." To measure gain by
the increase in '_abor command" without reference to the terms
on which labor can be commanded is a fantastic procedure if
laborers are recognizedas constituting part of the population.

Malflms would have done much better if he had stopped with
the exchange of "what is wanted less for what is wanted more"
as constituting the content of the gain from foreign trade. He
got into _ muddle in an attempt to rebut the proposition with
which P._sdo's _mons chapter on foreign trade opens: "No
extension of foreign trade will immediately increase the amount
of value_a country.'_ Malthus regardedthis as an absurd prop-- t , i , iJ , t,,,

_s _ P.4_
P_m_ _ _ ec_y, 1ste_, zSxT,p. IoT.
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osition, whereas if he had ever succeeded in mastering Ricardo's
peculiar use of terms he would have seen that it was a sterile
truism. Ricardo's proposition rests upon his use of the quantity-
of-labor cost as the measure of value and upon his tacit assump-
tion that foreign trade influences what labor shall produce but
does not affect immediately how much labor shall be engaged in
production.

Ricardo, however, did not measure gain by changes in "value"
as defined by him, and therefore did not deny that foreign trade
resulted in gain. After laying down his proposition that foreign
trade will not immediately increase the amount of value in a coun-
try, Ricardo went on to say that "it will very powerfully con-
tribute to increase the mass of commodities, and therefore, the
sum of enjoyments. ''e "&'hat was intended by Ricardo as the main
proposition was, at least for our present purposes, of no impor-
tance. The incidental comment, on the other hand, was of great
importance. It suggests two income tests of the existence, and
perhaps also two income measures of the extent, of gain from
trade, namely, an increase in the "mass of commodities" and an
increase in the "sum of enjoyments." Ricardo did not expand
these suggestions, but in his Notes on Malthus he repeated them:
if two regions engage in trade with each other "the advantage
• . . to both places is not [that] they have any increase of value,
but with the same amount of value they are both able to consume
and enjoy an increased quantity of commodities," adding, how-
ever, Lhat "if they should have no inclination to indulge them-
selves in the purchase of an additional quantity, they wilt have an
increased rne_-_tsof making savings from their extamditure. ''T

Both types of test, needless to say_ involve in their application
serious logical or practi_l difficulties. The "mass of commodities"
is significant only as it is accepted as a measure or index of the
"sum of enjoyments" and the "sum of enjoyments" is not itsdf
directly meastLrable. The use of "mass of commodities" as a meas-
ure of gaia from trade, or even as an index of the direction of

would in_01ve in practice the use of _ index amber of
national real iacome. As in the case of the mcmaremeat of real

*Ibid.
_'__/'otuomHa/t_ [iOao],p. axS.Ri_ mcmmpresamaldythai the _-

¢_.,moih_ome¢u _ w_:t a_t _ _ of 5e_e"_mmed_tdyc0n-
mu_
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costs, the determination of the proper weights for the quantities
of different commodities presents serious, and in strict theory in-
soluble, problems. There is no evidence that Ricardo gave any
thought to these problems. Malthus, however, in defending his
own "labor command" test, succeeded in locating the most vulner-
able point in the "mass of commodities" test. Where the com-
modities imported were such as in the absence of foreign trade
could not have been produced at home, or could be produced only
at prohibitively high costs, Malthus objected, "we might be very
much puzzled to say whether we had increased or decreased the
quantity of our commodities, ''8 presumably because after trade
the country would have more of the imported but less of the
native commodities than before trade with no means available of

comparing exactly the amount of increase in the one with the
amount of decrease in the other.

Malthus could have gone further: even if there were more of
every commodity after trade as compared to before trade, the re-
moval of the duties would certainly have resulted in an increase
in the quantity of commodities in any physical sense, but there
would not necessarily have been an increase in real income or in
"'sum of enjoyments." The argument should scarcely call for
elaboration. The removal of duties tends to alter the distribution

of the national money income unfavorably for the owners of the
services entering relatively more heavily into the production of
the hitherto protected commodities than into the production of
the export commodities. The removal of duties tends also to raise
to domestic consumers the prices of the export commodities rela-
tive to the prices of the hitherto protected commodities. Suppose
that labor enters relatively more heavily into the production of the
protected commodities than into the production of the export
commodities, and that labor is a heavy consumer of the export
cecnn'odities but a light consumer of the protected commodities.
The rere_nralof the duties, therefore, operates injuriously to labor
in two ways: it lowers the relative share of labor in the national

income, and it raises the prices, relative to other com-
mod'_it____of the things on which labor spends its wages. It is still

_P_o _: ed.,1_46_ Ricamlowouldnot havedistil'__,__this. Cf. er_.g.
t_, 1V_i_, _o,: tone _of necc_m_ mad_ admits of no
_,_,_ amflserset; _lm in we emmotbe mmured t¢, am, Jmown
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possible that labor may gain from the removal of the duties, for
under the conditions given it is still possible for the buying power
of money wages over the things laborers buy to be greater after
the removal of the duties than before. Even if labor does lose,
other classes will necessarily gain more than labor loses in phys-
ical income, if in measuring physical income the quantities of
particular commodities are weighted for purposes of summation
by their prices under free trade, or their prices under protection,
or any intermediate scale of prices, and if the import duties were
not merely nominal but were actually restrictive of import of the
dutiable commodities.° But if labor is relatively a low-income
class, the removal of import duties might result in a loss of phys-
ical income to labor which, weighted by fits utility coefficient,
might conceivably be greater than the gain in the physical income
of the other classes, similarly weighted by its utility coefficient. It
is possible, therefore, that even with the usual abstractions from
short-run immobilities and rigidities, from monopoly conditions,
and from changes in aggregate real cost on the production side,
free trade may result in an impairment of psychic income. But
the combination of adverse circumstances necessary to produce
this result is so formidable as to justify the conclusion that there
is ordinarily a strong presumption that free trade--given the
usual long-run assumptionv--will increase the national real in-
come. Economic analysis can here at best yield only strong pre-
sumptions, but this limit in the power of economic analysis ex-
tends to the entire field of welfare analysis.

Haberler, on the basis of a combination of a prior/and em-
pirical considerations, claims that in the long run the functional
distribution of real income is unlikely to be appreciably different
under free trade than timer protection, and that in so far as it
would change with the adoption of free trade the change would
more probablybe favorable than unfavorable to labor. Free trade,
he arg_aes,will result in a rise in the real prices of those factors
which are "specific to" the export industries; it _'11 result also
in a rise, though a lesser one, in the real prices of non-sped-fie

all_ _G,_ _uld bel_e Jam um_ freeu'uleus
_hm_ _s ofZnduc_Q_ hom__pcx'tdu_sc_uid_be re_
_up_,t_ a_e_q the_ d _Ue_ _t inum_ _hed_u-

laod_e_
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factors; and it will result in a fall in the real prices of those fac-
tors which are specific to the protected industries which must
reducetheir operations or disappear under free trade. Labor is in
the long run the least specific of all factors. It will therefore be
in the intermediate position, and will gain from the general in-
crease in produ_ivity. 1°

While Haberler's conclusions may be sound, this reasoning
seems inadequate justification for them. Haberler uses "specific"
to mean occupational immobility, whether due to technical or to
other causes. He compares the mobility of only labor and "mate-
rial means of production," which latter is scarcely an elementary
factor of production. Natural resources of the agricultural or
mining type are no doubt the most specific of the factors, but in
the long run it would seem to be free capital and not labor which
is the least specific. In any case, it would seem to be not occupa-
tional mobility in general, but occupational mobility as between
the tariff-sheltered and the unsheltered industries which would be

of primary significance for this problem. If labor was used rela-
tively heavily by the protected industries, relatively lightly by
the unsheltered industries, and if its marginal productivity de-
creased slowly in the former and rapidly in the latter as more
labor was employed while the other factors were held constant,
the removal of tariff protection would lessen the relative share
of labor in the national money income. I see no a prior/or em-
pirical grounds for hotding this to he an improbable ease. But
even if labor on the average had low occupational mobility and
were employed relatively heavily in the protected industries, its
real income might stall rise with a removal of tariff protection
even though its money income and its reJative share in the national
money im:ome and the national real income all fell, if it was an

container of the hitherto protected commodities, and if
the prices of these commodities _ saliently as a result of free

.1Doff_ _ re_lu_on in wamey wages in the new si_fi_m.
The_ made above to the protectionist case donor

qualify.the e0nehmon that free trrde--given the usual assump-
fiom-,a_c_aily mak_ _ to the commmty ar a t06a/¢
a gn_rphysiea!" real income in the form of more of a//¢0m-

a_ta!that, the state, if it chooses, can, by approl_ate
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supplementary legislation, make certain that the removal of duties
shall result in more of ec:ery commodity for every class of the
community. When the Cobden Treaty was negotiated, Proudhon
complained that while it admittedly made cottons cheaper and
more abundant in France, it made wine dearer and scarcer, and
that the French masses lost more from the latter consequence of
the treaty than they gained from the former. It cannot be said
with confidence, on a priori grounds alone, that Prondhon was
mistaken. But the French government could have brought it about
that the Cobden Treaty should not result in a reduction in wine
consumption in France--or by any stratum of the French popula-
tion-by levying special income taxes on the class which consumed
cotton goods relatively most heavily and using the proceeds to
subsidize the class which consumed wine relatively more heavily,
or by levying internal consumption taxes on cottons (at lower
rates than the effective amount of the import duties which had
been removed) and using the proceeds as a subsidy to domestic
wine consumption, or by some other stratagem of this general
character, designed to offset an undesired effect of the reduction
of duties on the distribution of the national income.

Free trade, therefore, always makes more commodities avail-
able, and, unless it results in an impairment of the distribution of
real income substantial enough to offset the increase in quantity
of goods available, free trade always operates, therefore, to in-
crease the national real income. That the available gain is ordi-
narily substantial there is abundant reason to believe, but the
extent of the gain cannot in practice be measured in any concrete
way+ These conclusions, which are little more than a paraphrase
of some words of Cairnes's,11are, in my opinion, very nearly as
far as the arg-namt caa with adw_atage be carried. The remain-

of the chapm- is devoted to an examination--as sympathetic
as I can make it--of the more elaborate methods of analysis by
w_fichJ. S. M_, Marshall, Edgeworth, and others obtained re-
maltswhich were, seemingly at least, more l_eeise and condusive,
with mpect to _ income gains from trade.

""We Imm.,themmre_ tlmirai. tfromtra_]: it tomim ia extemlh_+lhe
raal_ of ,ore.ma:iala,_m,am:l+mdmlam_l _ <aa_tat '_t_ ma:has ia its
ahamcema_l aot bebeyo_ our._ch are olmia_; amlFe 1mowthat the
amoum_alch it brlap to m uaderinch d ltiem_ _ bat be
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IX. RECIPROCALDEMAND AND THE TERMS OF TaAVE

From the time of Ricardo on, the commodity terms of trade
have been widely accepted as an index of the trend of gain from
trade. Some writers have also derived a measure of the ratio in

which the gains from trade were divided between two trading
areas from their commodity terms of trade taken in relation to
the comparative costs of production of the two areas. In earlier
chapters the terms of trade have been dealt with merely as mani-
festations of certain objective price relations, without reference
to their gain significance. Before proceeding to an examination of
the validity of the use of the terms of trade as an index of gain,
it is necessary to consider further the objective relationship of the
terms of trade to other international trade phenomena, and espe-
dally the connection between the "reciprocal demands" and the
commodity terms of trade. Analysis of this connection begins
with Torrens and John Smart Mill. Marshall and Edgeworth
later made it a field for the exercise of their geometrical skill, but
admittedly without departing substantially from J. S. Mill's mode
of approach or conclusions. While a number of writers have
reproduced their analysis in sympathetic fashioK, Graham alone.
has subjected it to really severe criticism. This section, therefore,
will be confined to an examination of the contributions of Mill,
Marshall, and Edgeworth, with reference at appropriate points to
Graham's criticisms. Since the original sources are all readily
available, the summaries presented here will be restricted to the
minimum necessary to afford a suff_ient basis for appraisal of
their techniques of analysis and their most general conclusions.

John Stuart ]KIIL_M_I's discussion of the relationship be-

tween reciprocal demand and the conanodity terms of trade was in
the main a pioneer achievement, and probably constitutes his
chief claim to originality in ffa_ field of economics. 1 The problem

zMIll fu_t Wescm_ his analysisin Essay xofhisP.s_ys os _o,_ ram.it/a/
d pd_--_ tcoso_, writtenin z_-_, when he was twemy-tWee

Of_ butnat _ until x844.He reproducedit, with
butalto _ in.cram m in the ruutedition (xS4S)of his P_p/es

maih oadd m_ fiad termsof ja-ais¢too high for this chapter; it was a "great
(P_wa _ to_ tc_y. x_5,IL 7),a "stas_do_
(_b_., If. x_ _o). and an _ d the _er_ the_y _ was
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for which Mill seeks an answer is the mode of determination of
the commodity terms of trade. He first simplifies the problem by
assuming only two countries and only two commodities,s Mill
held that the equilibrium terms of trade must be within the upper
and lower limits set by the ratios in the respective countries of
the costs at which the two commodities cot0d be produced at
home, but that the exact location of the terms of trade would be
determined by the demands of the two countries for each other's
products in terms of their own products, or the "reciprocal de-
mands. ''s Equilibrium would be established at that ratio of ex-
change between the two commodities at which the quantities de-
nmnded by each country of the commodities which it imports
from the other should be exactly sufficient to pay for one an-
other, a rule which M_I labels the "equation of international de-
mand" or "law of international values."

Shadwell later objected that Mill had not really solved the prob-
lena by his "equation" or "law," but had merely stated the truism
that "the ratio of exchange is such that the exports pay for the
imports, ''5 and Graham makes substantially the same criticism,e
Except for the case of pure barter, however, there is nothing
"truistic" about the equality in value of in_l_ortsand exports, and
in fact they w_ald ordinarily not be equal even after allowance
for "invisible" items if, as is proper for present pu_s, money
and the money metals were not countedas exports or imports. It
"still _ (ib/d., II, ao). Graham, on the other hand, declares that
it presents doctrine which is "in its essence fallacious and should be dis-
carded.'--.-"Thetheoryofinternationalvalues,"O_iy io_rnalofeconomics,
XLVI (:¢3a),#L

wGraham'sheaviest¢ritidmmare directedagainstMill'sallegederror in
assumingthat the eamtusiomderivedfrmnthis sim#itledcase hadgeaeral
validity.C,£mpfa,00.4S3-S4.

*Milldoesnot seemto havemealthis term, whosefirstme is conmamly
attrilmted to Torrens.

"CL Hill,Pr/_-/p/rs,_tshleyed.,p. Sga:
Thehtw.., maybe appropriatelymnmdthe eqtmtioaof iatmmtlomt

dmmand.It may be concisely stated as follows. The produce of a country
exeb___gesfor the imaluce of other comttries at such values as art req_red
in order that the whole of her exports may exactly lmy for the whole of
her imgort_Thi_hw a_iatetmtiomlvalmsh hut an extemloaaf the
nw_ generallaw d value,whlchwe calledtim equati_ of supplyand
demm_
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would be true, however, that Mill would not have accomplished
very much if he had merely established the necessity under equilib-
rium of equality in value between imports and exports. But as
Bastable pointed out in reply to Shadwell, "Mill's theory does not
consist merely in the statement of the equation of reciprocal de-
mand, but [also] in the indication of the forces which are in
operation to produce that equation.''7 The terms of trade, accord-
ing to Mill, are determined by the reciprocal demands, conceived
in the schedule or function sense, subject to the condition that
imports shall equal exports in value. A fair reading of Mill's
chapter warrants no other interpretation. There is, moreover,
supporting evidence for this interpretation. Mill, as we have seen,
stated that "This law of international values is but an extension
of the more general law of value, which we called the equation
of supply and demand." To what appears to have been a criticism
similar to Shadwell's made by Cairnes against Mill's use of the
analogous "equation of supply and demand" in his general value
theory, Mill replied :s

I think that the propositionas laid down [i.e., "the equation of
supply and demand"] is something more than an identical proposi-
tion. It does not define---nordid it, as I stated it, affect to define---
the causes of variationsin value. But it declaresthe condition of all
such variationsand the necessarymodus operandi of their causes,
viz., that they operate by moving the supply to equality with the
demandor the donmndto equalitywiththe supply.

To explain the determination of the terms of tradeby reciprocal
demand and the "equation of international demand" Mill used
arithmetical illustrations. It is not surprising, therefore, that his
results had sometimes a more restricted range of validity than
he appeared to recognize. But the following summary and
graphical illmtmfion of his results in one of his hypothetical

•l_t_ ?'_ of _m,a/o_ _, 4fite_, z0o3,p. _8o.
"I. S. U_ to _ June23, I_, Tt_ ku_x of Io_ _ M_,

H. S. RLEIliote&,xgzo,II, m_7.(Italicsintheoriginaltext.)Mill'sreasoning
hereiJ ¢tmr'emm_,zmt_ em_da, if it is _ that,ti_ all t_
_lier Z_#i_ ,¢mmui_ Mitl_ i= tm _, evenif not in
l_ _, _etWQU"_ asa qu_ W:ttmllytakenat a particular
_'k_ _ "_Imm_ _ a _ of qmm/t_ wb/chwont be _ at
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cases9 may serve, nevertheless, to reveal the pioneer character of
his analysis.

There are two countries, Germany and England, two commod-
ities, cloth and linen, and production is tacitly assumed to be un-
der conditions of constant real cost. In England Io yards of cloth
cost as much to produce as 15 yards of linen, while in Germany
Io yards of cloth cost as much to produce as 2o yards of linen.
England will therefore be an importer of linen and an exporter
of doth,.and the possible range of the terms at which cloth will
be exchanged for linen is between Io of cloth for I5 linen and Io
of cloth for 20 linen. Mill assumes that the reciprocal demands
are such that equilibrium will be established at io of cloth for
I7 linen.

Mill now assumes that an improvement is introduced in the
method of production of linen in Germany, so that it now costs
per unit only two-thirds as much as before. This will increase the
German demand for cloth in terms of linen, and will cause Io
yards of cloth to exchange for more than I7 linen. Mill tacitly
assumes here that the German demand for cloth in terms of units
of German effort of product'on will remain unchanged, so that
the German demand for cloth in terms of_linen will at all points
be 5o per cent higher than before. He concludes that the degree
in which the amount of linen exchanging for xo of cloth rises
above I7 depends on the character of the English demand for
linen in terms of cloth. When the German offering price of linen
in terms of cloth is lowered: (a) if the quantity of linen England
will take increases "in the sane proportion with the cheapness"
of the linen, i.e., if the English demand for linen in terms of cloth
prices has unit elasticity, the new equih'brinmterms of trade will
be Io cloth for 25_ linen; (b) if the quantity of linen England
will take increases "in a greater proportionthan the cheapness" of
the linen, i.e., if the English demand for linen in ter,_,sof cloth
prices _h__san elasticity greater than unity, the new equilibrium
terms of trade will be Io cloth for 25_ --linen; (c) finally, if
the quantity of linen England will take increases "in a less pro-

than the _" of the_ i_.. if the En0ishde-
mandfor linen in tem_ of d_ prices hasan d_ticity less
unity, the new equilibrimn terms of trade wt_ be Io cloth for
25_6 + linen.

, H ,,, --
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Chart XII, a modification of the Marshallian forelgn-trade
diagrams so as to make the vertical axis represent the linen-cloth
terms of trade instead of the total quantity of linen, shows that
Mill's conclusions, given his assumptions, are correct,x° The re-
duction in the cost of producing linen in Germany results in the

J

YARDS OF L/H._H PER
I0 YARDS OF CLOTH

Y

/ -e

o ,M"_ _" ,,, x
HUMBER OF YARDS OF CLOTH

_ xiz

terms of trade moving against linen. Given the effect of the re-
ductkm in the German cost of producing linen on the German
demand for cloth in terms of linen, the degTee of this movement
of the terms of trade against linen is smaller, the greater is the
elasticity of the EnOish demand for linen in terms of cloth,xx

"C£ _ _ theapplicationof _ to poeticaleconomy,"

_ bsmm_ ofa Marslalliand_a_
_'Tae_ iBtl_ meth,x_ d c_mtru_i_ Marshall'sand_ curves

6 =_ csn fH,rdiSermcesin fl_eeSmfld__,_.. if the mums_d_s are
reed_m_ d,e_me ,n.-iab__, thetwo_. I. bothdi_r_,s
eaeh-_ can _ rqm_led eitheras a _ curve or as a supply curve,
m_ w_ a dfi_Et eLl_eity _ There m'll thin be a tot_ of roar
_lmmtlc_li_ Wr_m Z _ _ to_l amo_m_ o[ )_!_ F _c,r tl_ tots/mnmmt
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When the elasticityof the English demandfor linen in termsof
cloth (the E curve) is unity, the new termsof tradeare IOcloth
for25_ linen.Whentheelasticityof theEnglishdemandforlinen
of G-goods, the subscripts E and G for the cotmtries England and Germany

Y _ X

respectively, 7 = _, for the price of E-goods in G-goods, and _ = -p for the

price of G-goods in E-goods. Then if e.D is the elasticity of English "demand _

or willingness to buy German goods, e_a is the elasticity of English willingness

to sell English goods, e: is the elasticity of German willingness to buy
8

English goods, and e o is the elasticity of German willingaes, to sell German
goods, then:

I
dYj

dXB._
" dyl Xm

dXe. Yo
_" d_ x_

l

2£.

The demand elasticity and _ Sul_ly elasticity of each country are of course
closely related to each other, as they are but different aspects of the same
phenomenon. The relationship between the two elasticities for Engtand can
readily be shown:

I

I

" -%" X_m /

.
- -(_ + 0

maaarVt,
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i__ of_ (theE" c_'ve)m__ _ unity,thenew
terms of trade are to cloth for 25_ m linen, When the elasticity
of the English demand for linen in terms of cloth (the E' curve)
is less than unity, the new terms of trade are IO cloth for 25_ +
linen. All these remits are in emIfovmitT with MilL's findings.

As the resclt of ¢_/thdsms from W. T. Thornton, and others,
Mill., in the third edition (I852) of his Pr/n_, introduced
new matter intended to meet the objection that he' had failed to
demonstrate that, given the reciprocal demands, there was a
tmklue"rate of exchange between cloth and linen at which the
condition of equil_rium that the value of imports should equal
the _ of exports would be met. '= There has been general
agreemetrt that this additional material was unsatisfactory and
unnecessary. Where at least one of the reciprocal demands is
inelastic there may be more than one equilibrium set of terms of
trade, and the problem is them indeterminate. _ Where both the
reciprocal demands al'e elastic, there must be a unique equilibrium
set of terms of trade_ whick is adequately determined by Mill's
original procedure.

Mm_udLwMarshall's treatment of the relation of reciprocal
demand to terms af trade is in the main an exposition and elabo-
rativn in geometrical form of Mill's analysis, u Marshall invented
for this purpose a new type of supply-and-demand diagram, in
which the vertical and the horizontal axes each represent the total
quantity of one of the two commodities, thus differing from his
dome_ic-trade _, where only one commodity, and money
prices, are involved, and where the vertical axis represents price
per unit.Is As against the alternative procedure followed here in

coet_em of its _¢_plydastid_ is zer_ Lnthe text, re_procal-demandcurves
are reffert_ to as "e_tstic" if the coefficientof their demanddasficity is
rmmericallTgreaterthan unity and of their supply elasticity is algebraically
g_ffitertlumm_ and as _'melastic"if the_ of theirdemandelasticity
is _ smder thanunitr and of their supplyelasticityis algebraically
smller thsa zer_

Atthou_ _ in dii_eremtm-r_ this usage corrttqpo_ to Marshall's
use of tt_e terms _elastic"and"_inelastic"in conntc_n with his reciprocal
dmmn_,tm-v_ _ ]aarslma,_ ev_ & commerce,pp. _7-35, note.)

Idhmdui_,,Vmw,j_ & comnt,n'e,p.354,note3.
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charts VII, X, and XII, of making the vertical axis in the inter-
national-trade diagrams represent the terms of trade, equivalent
to price, Marshall claims for his own procedure: first, that it
makes the curves of the two countries "symmetrical" and, second,
that the alternative procedure would have some (unspecified)
advantages, but "this want of symmetry would have marred,
though it would not have rendered impracticable, the application
of the method of diagrams to the more elementary portions of
the theory; but in other portions it would have led to unmanage-
able complications. ''16

The issue is merely one of comparative convenience, and has no
other significance. I have found it much more convenient as a rule
to follow the procedure which Marshall rejects, i.e., to make the
vertical axis represent terms of trade rather.than the total quan-
tity of one of the commodities. Aside from whatever aesthetic
value may attach to the "symmetry" which is abandoned when
this alternative procedure is followed, the only disadvantage in
substituting the "terms-of-trade diagrams" for Marshall's dia-
grams is that whereas in Marshall's diagrams it can readily be
determined by inspection, for both of the curves, whether their
demand elasticity is greater, tess, or equal to unity, and for both
of the commodities, what will be the t6tal amounts exchanged
under equilibrium, in my diagrams, to which I will henceforth
refer as "terms-of-trade diagrams," this information is directly
available only for one of the curves and one of the commodities.
But my diagram has the advantage that on it the commodity
terms of trade can be read off directly from the vertical axis,
whereas on Marshall's diagram they can he found only by deter-
mining the rate of slope of the vector from the o point to the point
of ecpaih'brlum.

The general nature of Marshall's analysis of the rehfionship
between the reciprocal dmmads and the terms of trade can con-
veniently be illustrated by means of one of Marshall's propositions
which Graham has cfitidzed. That the use of terms-of-trade dia-

grams has some practical advantages over Marsl,_.Jl's prcc_ure
will become evident, I believe, if the simplicity of the diagrams

(printedfor _i,ate _ in _ _ in _Io), and his Mosey
¢r_t & commrce (publishedin _ though in the main _iiiea umch
mu,lier), bk. tlI, and_ H real J.
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presentedhereiscomparedwiththecomplexityofthoseusedby
Marshall in the same eotmection. Marshall claims that if the Eng-
lish demand for German goods undergoes a given percentage
increase the following rule holds:

The more elastic the demand of either country, the elasticity of
the demand of the other being given, the larger will be the volume of
her exports and of her imports; but the more also will her exports
be enlarged relatively to her imports; or, in other words, the less
favorable to her will be the terms of trade, a_

Graham objects that the rule holds for Germany, but not for
England, where "the more elastic the demand of E, the demand
of G b_ing given, the sma//er will be the volume of E's imports
and exports, and the less will her exports be enlarged relatively to
her imports. ''is Marshall applies his conclusions only to curves
of the "normal" type, i.e., curves whose "demand elasticities" in
my terminology are greater than unity, tDwhile Graham makes no
qualification whatsoever with respect to the nature of the curves.
Since the results in some respects vary in direction according to
whether the elasticities are greater or less than unity, it will be
assumed that Graham also intended to restrict his conclusions to

cases where the elasticities are greater than unity. Since "in-
crease" of demand can he given a variety of meanings, and the
results obtained will depend on what meaning is chosen, I will
assume, as does Marshall, that when a reciprocal demand "in-"
creases" it shifts to the right by a uniform percextage at all points
of theoriginalcurve.

Marshall's proposition is tested with reference to the influence
of the elasticity of Germany's curve in chart XlIL where EE is
the original Englishsupfy ctm_e(equivalentto Marshall'sorig-
inal English curve), E'E' is the increased English supply curve,
GG is the less elastic and G'G' is the more elastic German demand

curve. The more elastic the Germandemandcurve: (x) the
g_eaieris the increasein the Germanexports (i.e., the rectangle
s'om't'> aomt) ; (2) the greater is the Lqcreasein Germanim-
ports (Le., am'> ore); and (3)thesmaller is the amount of
"lh_IL Jllme_,vdif&"commerce,l_l_
"_t_.,'.m,"The_ ofintenmio_vatuet,"_u_erty_ _4eco-

,_r.,XLVl (_), 6oi.
"Ct,JtO*u._ ._,tmtext,andMareaalLl_.clt.,p._4a.
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movement fxvo_ to C_fmmw m _1_ terms of trade (Le.,
Aa' < Aa). These rem_ are an i mnf_ with _s

The divergtmt l_oimm_itms of _ _ Gralm_ with re-
spectto the im_uenceof the elasticityof E_OlamWscurve axe
testedin chartXIV, _ GG is theGerman_¢JWoc_&umm_
curve,EE and E'E' representthe tesselastic_ reciprocal-
demand curve befo_ and after its im:rc.".._se,and ee and d# repre-

6-&U._ r;,..._k'-814L_"
Y

a i

E

0 "' M m_ -X

NUJItSt£R OF" _ - 8ALES

C_ _H

sentthemoreelasticEng_ recipro_-demandcurvebeforeand
afteritsincrease.ThemoreelastictheEnglishreci_ demand,
thenwhenthe_ demandincreases:(x) the_ is the
increase in the Ep.gtisl_exports (L¢., om < ore'); and (a), the
swu_er is the movement of the terms of trade against F_-_and
(i.e.,Aa < ,4a'). BoththeseresultsconfirmGraham'sratherthan
Marshall'sfindings.

There remainsto be consideredMarshall'sfinding that the
greater the elasticity of the English curve the greater will be the

intheEnglishimportswhentheEnlOish de-
mandincreases,andGraham's_¢mtraryfinding_ the incm_-e
in me amountof Fa_gnshimpom w_m_ __
with the elasticityof the _ curve:Marshallrays, in effect,
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that in chart XlV aomt > dom't', while Graham contends that
aomt < dom't'. Their conclusions, it is to be remembered, are
here being checked only for the cases where all the curves have
demand elasticities greater than unity. Since the less elastic the
original English supply curve, the further to the right from T
along the GG curve is the intersection of the increased English
supply curve with the German curve (i.e., t' is to the right of t),
and since, because GG has an elasticity of demand greater than

Cmam-XIV

unity, the further from the zero vertical axis is the point of inter-
section of the increased English curve with the German curve
the greater must be the size of the rectangle botmded by the per-
pen_mlmm dropped front that point to the zero axes, therefore,
dom't' > aomt. Graham, therefore, is here again right, and Mar-
shall wro_. Tim mmeeemmry eoml_xity of Marshall's diagram

to have tmmzaled from him the fact that it provided no
mtswers to the qumtimm whit_h he was putting, for the diagrmn
by which lwmmptJ to demomtme the natureof the depend-
eneeof_the twults of an increasein the Et_sh reciprocalde-
mandon the dqvee of elasticity of that tmrve shows three or/g/ha/

¢m-_m, different in locus as wall as elasticity, and fails to
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present a comparison of the effects of an increase in an original
English curve according as that original curve has high or low
elasticity?°

Eclgeworth.mIn Edgeworth's treatment of the relation of re-
ciprocal demand to the terms of trade the Marshallian graphical
technique is still further elaborated, with conclusions similar in
their general tenor, but with more detailed differentiation of the

...........
Y £

IIS Sb"
NUMSEO O/r E - 6000$

c_ x.¢

rareof the_e.lo.ship t_ the_ve costsa_lt_

(2]uutXV ;, _ o, _ _'=IH,, mo_. wl._ tl_
totsl mnoaat of _ms linea is _ tm the Y_ zxis s_l lbe

_ N.,,,.,it e,,..,-_, t.ii. _ -. ......
"F. t. _ "I_ _ _mrj, d _ tw.e_"li'em
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total amount of English cloth on the X axis. The lines OS and
OT are added, however, their slopes representing, on the assump-
tion of constant costs of production, the (constant) ratio of the
cost of production of a unit of linen to that of a unit of cloth, for
England and Germany respectively. These lines therefore repre-
sent, respectively, the terms on which England could obtain linen
and Germany could obtain cloth in the absence of foreign trade,
and the equilibrium terms of trade must fall between these two
lines. As Edgeworth draws the diagram, however, it is open to
a criticism to which all the Marshallian diagrams as usually
drawn are equally open, if they are supposed to represent two
commodities or classes of commodities both of which are pro-
ducible at home at constant costs (or at constant relative costs).
In F_Ageworth's diagram the OE curve begins immediately at its
origin at O to rise above the 03" line, and the OG curve to fall
below the OT line.n But the OE curve will not diverge from the
OS line until the point on OS is reached which corresponds by its
vertical distance from the X axis to the amount of linen which

England would consume and produce in the absence of foreign
trade. Let us suppose that the amount of linen which would be
produced and consumed in England in the absence of foreign
trade is equal to ON. England would therefore be willing to ex-
port, at the limiting ratio of linen to cloth set by its home costs,
any quantity of cloth not exceeding NM, or OL. The English.
export supply curve of cloth, in terms of linen, therefore, instead
of being OF., would be identical with O3" until the point M was
re_h_, and would d-verge from OS away from the OX axis
only beyond M, the entire curve having somewhat the appearance
of OME..Similar rearming applies to the r_tp of the OG
cnrve to th¢ OT line._

i i [ I [ [ NNNI [[ I**J8_ is drawnon b_o smalla scaleto maloe*hl, ¢eo*_, but _e
almmeeo[a_ summm_ to the coutrartin l_s text andthe fact t_satin all hls
ocherdlasmmshh n_nu_ demandsare dmwneurviltnmr_-omtheir imim
o_0_u,mmmu _ _

mQ[. _m_.a.dmurtX, _ 4_ J0¢a refresh-trade dia_'am drawnwi_ _-
_ce Qogsme_

_l_ecm_ ,m,m ebat ii _udumioais not under_ of eousumtco_
"Om_ _mld be _ _mr_ _ liue OS (and msta_ ms:andls
fe¢ O'O a emve oI eomemt advanm_ ot lu_,w_nee.em've (not shovmin

_m_t Cmm_t Cm_e.hadhem m _e. (P_, IL _5.) He must mmn
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Graham.---Grahamhascriticizedthereciprocal-demandaspects
of the theoryof internationalvalueas presentedby J. S. Milland

Marshall as being fallacious in their essence. == Some of his crit-
ic/sins have already been examined.== Still others, of greater con-
sequence if valid, are here taken up for scrutiny.

Graham claims that where there are more than two commod-

ities and more than two countries (all of them able to produce
all or most of the commod_Jes) fluctuations in the rate of inter-
change between the various commodities must be confined within
a rather narrow range.

the G-S¢_ by co¢=uy E would be no more ad__,__=,wns thaa its production
at home, if this curve is to be the analogue for variable costs of his OS
In chart XV, OS is not a "no-gain from trade" curve, but is a curve of
'_ from import as compared to domestic production of the G_ood." H

ML
comltry E were to export more than OL uv_ts of _ at the -o-f terms--
or even on terms more favorable to hsdf--h mlsht be incurrh_ a loss from
undue s_iai_t_n o[ the sort discussed in the _ da_er. (See _#,_,
I_ 45x.) The location in the chart of a '_m-gaia from trade" curve requires
knowledge (d the utility hmctions as well as of the cost conditions. It would
never fall below the OS llne (or, in the case of variable coats, the OS' curve)
and would never rise as _wh as the OB curw (See _a, r_ 57"_) I have
inserted in chart XV a _no-lcain hem import as compared to domest/c pro-
ducticmof the G_ood" curve, OS t, applicable to cm_litions of increasing costs.
At any point, b, on OSV,the slope with respect to OX of a tav4_at to O_ at
that point _ts the number of traits of G..Soods which could be in'odnced
at borneby country E at a cost eq'-ualto t.hecost of prodn¢ing"a unit of E-s,oods
in addition to what wouid be its output of _ il it was ezporti_ Od
_ _, ,_9_a=_ _ _ G._4_,. (The slope wlth _ to OX of tbe
tansent to OE at a relmmmts the mm_er of ualts of G-soods per u_dt of
E1oods at wldeh cmmtry E would be wili_ to expo_t Od mrs of E-goods.)
Sin_ producfiaa ls m_ler _ ot lac_aslag east, tbe sumber o_ mdts
_ the G-go_ which co_y E eould produce at the stone cost a_ an additioml
,,,,_t d the _ will be ¢_a/er, the _r_tter ks o=t_ e_ E-cood_ An 0_"

drawn ccocave upward in dart XV, it is im_ ammmi that iucrea_.d

E-t_oods _n_ _ tbe _mm_c commmpt_ of _ _ _f at
a_, by a ma_er m_mt ttan the _ea_ _ _ The 0._ cm_e mint be
drawn _ the O_ cm,ve at alt _nts, m_i the _ of _e two cm,ves from
O toC _ncl',m'tXV b _ _,-,-_-.Siaceln_ E,_ar,_chont_atof_

_-odn_ooo__ _d _ mat _ to _ _'-,'_'_ o_

p|walldtoa _ d|n,_nn_ 0 to_ ,mn_m_b,an|nmq_a¢_nSpn_n__ tbe
OE c_ T_ _xd_ t_ _ _ _ _ _ _o _ _r _r_

XLW (r_).
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This is dueto the fact thatany alterationin the rate of interchange
will affect the marginof comparative advantage of some countryin
the productionof some one of the commoditiesconcerned,will bring
that country in as an exporter where formerly it was an importer,
or as an importerwhere formerly it was an exporter, accordingas
the terms of interchangemove one way or the other, and, by the
affectedcountry'sadditionto the supply or demandside, will keep
the terms of interchange from moving far from their original posi-
tion.rt

Graham claims that Mill, Marshall, and their school grossly
exaggerated the importanceof reciprocaldemands in determining
the ternis of trade and correspondingly minimized the importance
of comparative-costconditions in the determinationof the terms
of trade, and he attributes this error mainly to their assumptions
of only two countries and of only two commodities, or of fixed
physicalcompositions of each country's exports and imports. He
claimsto demomtrate that "the character (urgency, elasticity, and
the like) of reciprocal national demand schedules for foreign
products is . . . of almost no importance in determining long-
run ratios of imerdumge of products.... '_

G_ here does l_)int to a defect in the exposition of Mill
and his followers, but he exaggerates its prewalence,misinterprets
the exact -_,re of the defect, and errs himself in the opposite_
direction. In the exposition of Mill and his followers, the defect
is not that they exaggerated the importan_ of reciprocaldemand
in the deten_tlon of the terms of trade, which is logically im-
possil_ but that, whatever they may have known, they did not
s_er_ _ the i_,m_ of eost amditiom on reriln'o_
demand. The terms of trade can be directly influenced by the

demandsmsdby nothinge/se.The redprocaldemands
intam areultium_ydeterminedby thecostconditionstogether
with the basic utility functions._

Wht _ andhis :fonowers_ was the impor-
"_ i,t__._o_ values_," 'zoo.,._.,p.s6.
"_ d_imenmlo_ vah_" Zor.dr., pp.S83-e4.
"Theaemwtappt,mebto _ proimsitimthatt havefoundin thelitemtere

is tire-_ by Habe_: "Marshall_ .., _ m:it_ocal
__ This_ fimmaa _-! _ tothe
t_ __ _; ia_sl, thehirer,t_tarrlei eaemh to its loO_a

mersmintotl_ _." (Tl__o_ of _,ar_md_,sdtrade,_,
zq.)
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tance of the basic utility functions in determining the terms of
trade. This defect in the exposition of Mill and his followers was
undoubtedly promoted by the practice of confining the analysis to
two countries and to two commodities, or to exports and imports
of a fixed composition as far as the range of commodities was
concerned, and to the assumption of constant costs, for under
these conditions the cost conditions exhaust their influence in

setting fixed maximum and minimum limits to the range of varia-
tion of the terms of trade.

Whatever may have been true of Mill, however, Marshall,
Edgeworth, and other followers of Mill were aware of the fact
that the greater the number of countries and the greater the num-
ber of commodities, the greater is the influence of cost conditions
on the reciprocal demands and therefore on the terms of trade, and
the smaller, therefore, given the cost conditions, the range of pos-
sible variation in the terms of trade as the result of given changes
in the basic utility conditions. The first quotation following shows
that Marshall appreciated the importance of multiplicity of com-
modities and of countries in causing the reciprocal demands to
be elastic and therefore in restricting the range of variation of
the terms of trade, and the _amd quotation, from Edgeworth,
shows that Bastable and Edgeworth both recognized the similar
effect of nmltiplication of cotmtries.

It is practically certain that the demands of each of Ricardo's two
countr:ms for the goods in general of the other would have consider-
able elasticity under modern industrial conditions, even if E and G
were single countries whose sole trade was with one another. And if
we take E to be a large and rich commercial cotmt.,7, while G stands
for all foreign countries, this ¢_Vainly beamms almoiute. For E is
quite sure to export a ffreat many thincs which some at,least of the
other cotua,les could forego without much imunvenience: and which
would be promptly refused if offered by her only on terms consider-
_km f_te to tm*amerLa_t, ontheothertma, _ is qgite
sure to have expo_ which can find _cremed sales in stone com_
at leut, if d_ offers them on m _ ttttm to _.
Therefore the world's demaud for B's goods.,, it sure to rise
lara_ if/_ offers l_r goods _mtmZly o= term more _d_
to purchasers; aad to shrink lmzely if E _ to in_ on temm
more ft_tl_ to her_L Amt R, m hm- _a, it_ oa fire me
hm_t to imt_rt m_ ati_ ftmm _ua lmm of t_ _,¢d, Tt_
_ eaa _ _ if tt_ tram m _ t_ jrc _ tremi_
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against her; and on the other to be capable of turning to fairly good
use many things which are offered to her from various parts of the
world, if they were offered on terms rather more favorable to her
than at present,t°

The theory of comparative costs is not very prominent from the
mathematical point of view.... That the point of equilibrium
[terms of trade] falls between the respective [trade] indifference-
curves is the geometrical version of comparative costs. The expres-
sion which occurs in some of the best writers, that international value
"depends on" comparative cost, is seen from this point of view to be
a very loose expression. (No doubt, as Professor Bastable has pointed
out, when there are numerous competing nations, the limits fixed by
the principle of comparative cost are much narrowed and accordingly
it becomes less incorrect to regard the principle as sufficient to deter-
mine international value), al

Graham's own error lies in his failure to distinguish between
the reciprocal demands and the basic internal utility functions and
to see that the cost conditions can operate on the terms of trade
only intermediately through their influence on the reciprocal de-
mands. Graham fails, apparently, to see that in the elaborate
arithmetical illustrations which he presents as demonstrations that
the terms of trade are fixed within narrow limits by the cost
conditions irrespective of the state of the reciprocal demands,.
there are present, explicitly or implicitly, rigorous utility and de-
mand assumptions, and that, consequently, his illustrations really
show that it is the cost conditions plus the utility conditions which
determine the reciprocal demands, and that it is only indirectly,
through their influence on the reciprocal demands, that the cost
conditions exercise any influence at all on the terms of trade, n

"*Marstm!LMomeycr_fflf& cot,mwrce,p. XTL
a_ P_s, II, 33. The semm_ #=____din parmtheacsappearsin

the m_4daalas a foomote.
"CL b_r _ Grahm's ill_ ("Theory of intematimat vaues

_" toe. dr., p. 76) _d the accotat_ying text, where it is assumed

,,,,_i,I_ m,_" (p._) era, _ _ _ i,, ,v.l_v¢ price,are
ammed to satffi.__,_h____With the addRiomlinIvnmtim given as to the eco-
mm_ dm _ the _ tlwir cost _ a_l _ prlces_thln each
_S _ erie, _ is $_ ialds daim that the data given
s_s_ to _ _t_n mxrow limits the e_#b_ terms d trade_
fm_a trade is opmetl ul_.But he ftdlsto _e his claim that it is the
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Even if the reciprocal demands were highly elastic, moreover,
while substantial movements in the commodity terms of trade
would thereby be rendered less probable, they would not, as Gra-
ham contends, become impossible. 8s Let the original reciprocal-
demand schedules be as dastie as one pleases, short of infinite
elasticity, if they undergo pronounced shifts in position in oppo-
site directions there will result a substantial change in the com-
modity terms of trade, as experiment with a MarshaUian diagram
will readily confirm.

Graham points out that in their explanation of the determina-
tion of the terms of trade by reciprocal demands the neoclassical
writers from J. S. Mill to Edgeworth a_ume a fixed composition,
as far as the list of commodities is concerned, of the exports and
imports of each country. He claims, howeyer, that commodities
may shift from the export to the import status, or may cease to
be exported or imported, and that the term_ of trade determine
(or are a factor in the determination of) the line of comparative
advantage and, therefore, the composition of the export and
import lists of any country.

It is, in consequence, impossible to determine international values
on the premise of a fixed composition of export and import schedules
of the several countries reciprocally concerned. In taking this premise
the neoclassical writex_ are, in fact, implicitly assuming the very
ratio of interchange of products which they are trying to discover,
since the premise can be valid only on the mtpposition of some definite
ratio of interchange. This defect in logic not only completely vitiates
the general theory of international vahtes which they set up, but it

_adlt/o_ alonewhichdete....h_ethe termsM trade.H the e_t e_itions
are le_ _ buthi_ utilit__ altered,theeq_um tenm of
trade can be ehang_ withinbroadl/mlts, in _ degree and direction
is deslr_L

The samecriticisma_pl_ to the _ Si_m by C. F. Whitt_y
--'_ investmentandthe termsof trade,"Omrudy i_ of _co_s,
XLVI (_).4_ 4Sg...ef re,elu mddartoGtthm'J olin,lindfro,,, arletam_-
cat _ hm,lv_ r_m,r tmemp_

Wbere_ GrOmn critkh_ the wri_s Jn the c_uieul _ _zr ,_i-
the i_mme of _v_'ati_ eom.-- the _m of trade._ criti-

_e. th_ fzr ti_r .t_td l_id tlgt _ _ts "_ _._,
mnidea,d_t,,__athemadtermdm"

_d_!_wete__m_keuwaam,de_..___be
mmlL"
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also renders useless for this, though not for another, purpose, the
whole geometrical and algebraic supplement to the theory which
reached its apogee, perhaps, in the work of Marshall. a*

Graham rejects Marshall's suggestion of a "representative
bale" and Edge_vorth's suggestion of an "ideal" export or import
commodity as solutions of the problem:

It must be obvious that reciprocal demand is for individual com-
modities and not for any such uniform aggregate of labor and
capital as a unit of the consolidated commodities concerned may in-
corporate, and that to construct demand schedules for representative
bales the physical composition of which is inevitably changing as we
move along the schedules, with commodities even shifting from one
demand schedule to its reciprocal, is not only to build imaginary
bricks with imaginary day but also to co,_ai,it the worse fault of
assuming a homogeneity in the bricks which, though a logical neces-
sity for the construction of the demand schedules in question, is at
the same time a logical impossibility, u

I understand Graham's argument to be that the theory of inter-
national values, as presented, say, by Marshall, is completely
vitiated by its use of reciprocal-demand and terms-of-trade con-
cept2srequiring for their logical validity a non-existent fixity in
the physical composition of the exports and imports of each
region, and that the remedy lies in carrying on the analysis in.
terms of reciprocal demands for and ratios of interchange be-
tween individual commodities.

In trying to express in terms of averages the changes in rela-
tive prices of groups of export and import commodities where the
physical constituents of the groups change we encounter the in-
soluble problem of economic index numbers. _ Marshall and
Edgeworth probably gave inadequate attention to this problem,
though it is impossible to conceive of their not being aware of it.
Their ".,_-prtsentative bale" concepts are obviously but euphem-
isms for "averages," although where constant costs are assumed

"_ "Theoryof internationalvalues,"/_, c/_.,1_ _ (Italics are
inthe ortgimL)

Tae_ ef ia_a_ ia _mral ia term of ex_ ia _mral ia a notion
e_ eaetlT the sme mrt u the mlue d _ in gem_ in terms of
=me_ No taeeise slpdfneee _ be glven to thls neem, and no eom-
p_tr _ _ of _ in it can be devised.
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weighting of export commodities by relative prices does give an
unambiguous and precise index of the terms of trade as a ratio
between the quantifies of productive services whose products have
equalvalue,s_It is a far cry, however, from conceding that precise
and unambiguous measurement of the changes in the aggregate
terms of trade is impossible where, as is always the case, the
physical constituents of the exports and the imports are under-
going relative changes to conceding that analysis resting upon
averages computed in the usual or "standard" ways is thereby
renderedworthless. If that were true, then economics would in-
deed be in a hopeless plight. Graham'sobjection would then serve
to condemnevery economic concept involving a sum or an aver-
age, including his own concept of single "commodities," as he
would soon discover if he were to attem# to define a "commod-
it-y,"say wheat, so that it did not involve a medley of different
things constantly undergoing relative changes in quantity, qual-
ity, and price. The use of such concepts,in spite of their admitted
imperfections, can be defended only because superior alternatives
are unavailable,and because their imperfections are believed--or
hoped--not to involve a range of probable error in the results
obtained by their use sufficiently great, or uncertain, to deprive
these results of significance for the purpose on hand.

What Grahamoffers as an alternative for the use of imperfect
"average" comepts, namely analysis in terms of pairs of single
commodities, is not a satisfactory one. The significance of the
results obtained when expressed in terms of a pair of single
commodities depends upon whether the commodities singled out
are "representative" or not of broad classes of commodities, and
the problem of finding proper criteria of "representativeness" is
essentiallybut anoth'ermanifestation of the "averaging" problem.
A_y._/s of the determination of the terms of trade cannot itself
be carried on in terms of pairs of single commodities, except on
the assumption that these are the only commodities _ntering into
trade, or are "represent_ive" of trade as a whole. "Re_n_
demand" is not only an aggregative concept, bat it designates an
economic force which operates as an indivim'bleentity. "Each
transaction in in_ trade is an imE,vidual tmnm_on,"
but the te_ _ which it is amducted are set for it by thc market

mI.e., of what I _ the udouble _ tet,ms e_ trade,n _ _ p. 56I.
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complex as a whole. The prices of any particular export com-
modity and any particular import commodity are functionally
related to each other, react upon each other, not directly (except
to an insignificant degree) but through their membership in the
price and utility and cost systems of the trading world, taken as
a whole. In the case of foreign trade, changes in the desires for
or costs of particular commodities operate to change the ratios of
interchange between these commodities and other commodities
only indirectly through their influence on money flows and on
aggregate demands and supplies of commodities in terms of
money. The reciprocal-demand analysis is an attempt, imperfect
but supe**ior to available substitutes, to describe the aggregate or
average results of such changes in desires or costs when they
affect appreciably a wide range of commodities.

IIL TERMS OF TRADE AND THE AMOUNT OF GAIN FROM TRADE

Terms of Trade as an Index of Gain from Trade.--

From the beginning of the classical period, if not earlier, the
trend of the commodity terms of trade has been accepted as an
index of the direction of change of the amount of gain from
trade, and it is therefore an old doctrine that a rise in export
prices relative to import prices represents a "favorable" move-
ment of the terms of trade. It has been recognized at times that •
the proposition is valid subject only to important qualifications,
but systematic discussion of the qualifications which are neces-
sary, or of the nature of the connection between the commodity
terms of trade and the amount of gain from trade, seems to be
almost totally lacking in the literature.

Rieardo had little to say of the terms of trade as related to
the gain from trade, perhaps because the question then came up
only in connection with the unwelcome arguments that by mone-
tary expansion, or by protective duties, the commodity terms of
trade of a country could he made more favorable. While Ricardo
did not deny that, of itself, an increase in the amount of foreign

good,obtainedin returnfor a unit of native goodswas a favor-
able development, he was careful to point out that whether or
not it reflected a genuine improvement in the position of the
comttrydependedon how it came, or was bronght,about. He
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was, in general, skeptical of the possibility of bringing it about
deliberately, through governmental action, 1 but conceded, reluc-
tantly, that the levy of import duties might have such a result,
accompanied, however, by offsetting disadvantages:

We shall sell our goods at a high money price, and buy foreign
ones at a low money price,---but it may well be doubted whether this
advantage will not be purchased at many times its value, for to
obtain it we must he content with a diminished production of home
commodities; with a high price of labor, and a low rate of profits.2

Although J. S. Mill laid much greater emphasis than did
Rieardo on the connection between the terms of trade and the

amount of gain from trade, he also did not accept a favorable
movement of the commodity terms of trade as necessarily indi-
cating a favorable movement of the amount of gain from trade.
Thus, while he conceded that the imposition of protective import
duties operated to change in a favorable direction the terms on
which the remaining imports were obtained, he claimed that this
advantage was more than offset by the loss of the benefit which
had previously acerued from the trade in the commodities now
produced at home under tariff protection, a Similarly, when he
showed that a reduction in the real c6st of production of Ger-
many's export products would operate to turn the terms of trade
against Germany, he refrained from drawing the conclusion
therefrom that the reduction in cost would be injurious to Ger-
many even in the least favorable case where the commodity
whose cost of production had been reduced was not consumed
at all within Germany itself. 4

As we shall see later, Marshall and Edgeworth both adopted
changes in "consumer's surplus," or its supposed e_rmw.lent, as
a better index of change in the amount of gain from foreign
trade than the movement in the commodity terms of trade.
Taussig pointed out specific circumstances under which the com-
modity terms of trade would be a misleading index of gain from
trade, s The general position of the nmjor w_i_ers in this field

"Ib/g. p.

"See_ t_ S3Pfl_
• Cf. Tusk, 1_ +s,sk,;gs_.,_ tt2-x&
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was, it seems, therefore, that an increase in the amount of imports
obtained per unit of exports was presumptive evidence of an
increase in the amount of gain from trade, but that the validity
of the presumption was subject to the absence of countervailing
factors. As examples of such countervailing factors, Marshall
took account of increases in the cost of the export commodities
and Taussig referred to a decrease in the desire for the import
commodities. But systematic inquiry into the relationship between
the commodity terms of trade and the amount of gain from trade
is not, I believe, to be found in the literature.

Jev_ criticized Mill's use of the commodity terms of trade
as a measure of the gain from trade on the ground that the
total amount of gain from trade depended on total utility, whereas
the commodity terms of trade were related to "final degree of
utility": "in estimating the benefit a consumer derives from a
commodity it is the total utility which must be taken as the meas-
ure, not the final degree of utility on which the terms of exchange
depend.''e In utility terms, the total amount of gain from trade
can be defined as the excess of the total utility accruing from
the imports over the total sacrifice of utility involved in the
surrender of the exports. If it be permitted to waive the difficulty
of applying utility theory to a group of persons or a "country,"
the commodity terms of trade will at any moment always equal
the ratio of the marginal disutility of surrendering exports to-
the marginal utility o_[ imports. Disturbances will change the terms
of this ratio, but not the ratio itself. The marginal unit of trade,
therefore, will never, under equilibrium conditions, yield any
gain, and whether or not a "favorable" movement of the com-
modity terms of trade will represent an increase in netT total
utility will depend on what, if any, changes occur (x) in the

"W. S. Jev,_s, The fhsory of political economy, x87x,p. 136. Cf. Edge-
worth,Papers, H, zt: "tit is a more aeriominmost that _dl takes as the
nramreef the advamagewbkh a ceumryderivesfromtrade,the increa_ in
the rate_ exctm_e of its exports mog'mtt its impor_ He thus confounds
'Sml"with _h_egral"u_lity; _ the prinelpleof 'comumer's rent." C£
a_o a,_ "_ the apOicati_ of _._ to po_c_l economy,"7o_/o!
the Ro_ $_ Sod_, IM (x88_), 558: "To memmrethe vL,_tiom in
the_ ,ccn_i_ _m trade_ the variatlo_d lrice--_ moregen-
erallyrate of ¢mtsmSc--iJ a conhu_t whichcould hardlyhave occurredto
the_ ,_mmlst."

'r:_ t_ uem _ tte tml _lit_ m_iAz _ _ o_._ the total
m_me¢ d ulai_ _p_l i,, _ mrrmder d _oct_



558 Studies in the Theory of International Trade

utility function for imports, (2) in the disutility function for
exports, (3) in the volume of trade. Reasoning such as this was
presumably the basis of Jevons's comment. As wiU appear from
the subsequent analysis, however, Jevons went further than this
reasoning would justify, when he suggested that Mill's argument
that the gain from trade increased with the relative cheapening
of imports as compared to exports was less likely to be true than
its converse, on the ground that "he who pays a high price must
either have a very great need of that which he buys, or very little
of that which he pays for it, ''8 a proposition whose plausibility
derives from the very defect of analysis which he had charged
against Mill, namely, disregard of the total utility aspects of the
problem.

There follows an examination of the possibility of so modify-
ing the concept of terms of trade as to make it less open to
Jevons's criticism that it rests on a confusion of final degree of
utility with total utility, although this examination is for the most
part only implicitly in terms of utility analysis.

Different Concepts of Terms of Trade.--We will write e to
represent the export commodities, i to represent the import corn-
modifies, P for the price index number, o for the initial year,
and _r for the given year. An index of the commod@y term, o/
trade can then be represented symbolically as

.P,

.Po

,P.

where the index measures the trend of the "l#ly'_eal" _ of
foreign goods recelv_l in exd_.ge for _e "physical" _u'_t of
the export goods, with a r/se in the index indicating a Ievorable
trend, and vice ver_"

The case cited by J. S. Mill, where a reduction inthe real cost

to Germany of producing her export commodities would result

'levem, oiz a_,, 1_ t._
• "rlm _ Tatmls'. _ where a rlse ia the iedex iadim_ an

_ tmvemm ef the tram M trade. No qae.tim d trla¢i_ is in-
volved,but it seem to me to he mere cmvmlmt to _ k_ mo,_
meutuodethe ttulleesby ri_ ittdiam.T'uefmttlm l_aitt _llt_ m m _"
reacted fhata =e_a=m _ demeet tae.e f=ranla _ to tl.e eemtr_
ta _iea e_rate, to mi.e ere tede_ ud _ vmL

o
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in a movement unfavorable to Germany of the commodity terms
of trade but might nevertheless not involve a reduction in the
amount of gain derived by her from her foreign trade, suffices
to demonstrate that the commodity terms of trade may fail to
provide a satisfactory guide even of the direction of the trend of
gain from trade if, when the o:n_muxiity terms of trade are
changing, changes in the same direction are occurring in the costs
of production of the export commodities. If it were possible to
construct an index of the cost of production in terms of the
average technical coefficients of production of the export corn-
modifies, and if the commodity terms of trade index was multi-
plied by the reciprocal of the export commodity technical c_/fi-
dents index, the resultant index would provide a better guide to
the trend of gain from trade than the commoditytermsof trade
index by itself. This modified terms of trade index, which for lack
of a better nameI de_tgnateas the si,,gle factoral terms of trade
i_utes,canberepresentedsymbolicallyas:

.p,

.P. .F. .F.
r..,- ,-_/.T_, - r. •_F,

.F.
where_F, representsthereciprocalof the indexof cost in terms
of quantity of factors of production used per unit of export, and
T._r represents the index of the physical amotmts of foreign
goodsobtainedper unit of cost in termsof quantityof factors
of __

A still diner approachto an index of real gain from trade
would be achieved if the single factoral terms of trade index were

bythem_p_ of an_ of the"di_ttiUty
de_--_' of tbe tedmical_ of theexlx_ commodities.The
rmuttaat index would be a real cost terms of trade isdex, wlfich

a _v_ _ _ in Om sct_ _ lmm_l _ g_mm of

_m_l_ _ tbe W_d d _ f_ W_ t_ _ U s gd,n _

_Zmtr_ar_nm_,_
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.P,

T_.I., "Po "F, "Ro= T,,s" "Ro

_Po

where °R--2represents the index of amount of disutility (amount
eRl

of irksomeness) per unit of the technical coefficients, and T,,t,,
represents the index of the physical amount of foreign goods
obtained per unit of real cost.

The amount of gain from trade depends, however, not only
on the amount of foreign goods obtained per unit of real cost
involved in the production of the export commodities, but also on
the relative desirability of the import eoramodities as compared
to the commodities which could have been produced for home
consumption with the productive resources now devoted to pro-
duction for export. To take account of changes in the relative
desirability of the import commodities and of the native corn-
modifies whose internal consumption is precluded by the alloca-
tion of productive resources to production for export when such
changes in relative desirability are due to changes in tastes, it
would he necessary to incorporate in the "real cost of trade
index" an index of the relative average n utility per unit of
imported commodities and of native commodities whose internal
consumption is precluded by allocation of resources to production
for export. If we write U for average desirability or "utility"
and a to designate the commodities whose production for domes-
tie consumption is forgone as the result of resort to production

*Uz

for export, then *Uz ,_ptesents the index of relative desirability,-F:.
w.

of import and forgone commodities, respectively, and the new
terms of trade index, in which the index of relative desirability

""Aversze" and not "marL4_al"beeau_whatev_dmZes o_aw,in
equih'brimnsituationthe _iUt_ Qf the marfOn_msitof what is .re'rendered
thrushexportwalted tobee_ual,ontheuual_ ladivul"uar'
ammce_em,to_ _1/_,d whatis_ in-_dmSe for_
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is incorporated, can be designated as the utility terms of trade
index, and represented symbolically as

"P, 'U,

T..t,.,,= "P" "F. "Ro "U_ .
"I=',"FI *R, 'Uo
,P--. .U.

Still another terms-of-trade concept was used by the older
writers, namely, the number of units of the productive services
of the. foreign country whose product exchanged for the product
of one unit of the productive services of your own country. This
concept might be designated as the double [actoral terma of trade,
and its index could he represented symbolically as

•P, _Fa
•Po 'Fo

To.it = 'P--_" "F'-'_"

_P° .Fo

The older writers usually accepted the double factoral terms
of trade as identical in their trend with the commodity terms of
trade, which would be correct under their assumptions of pro-
duction under conditions of constant costa and historically stable
costs. _ But with costs variable, whether with respect to output
or to time, the trends of the two indices could be substantially
divergent. The double factoral terms of trade index would ap-

_Tlm commoditieswhosedottmstleproductionis forgoneas the resultof tlm
_dloeationof productiveresourcesto l_ndmtion for exportmay be (,) thesame
i. kindas thoseexported,or (_,) thesanea., thoseimported,or (3) different
fromboth.In the secondcase,the ratio of relativedesirabilityof importand
_me" commoditieswill, of course, alwa.vsbe unity, and the incorporation
of a relativedesirabilityindex in the terms-of-tradeindexwill thenhave no
e_t _ the latter.

= C£ N. W. Sm_, Three _'t_es on the _lue ot tnoney, ,_o_ p. 66: "the
in Europeand Asia for tl_ produceOfMexicanlabor having increased,

theretttltaof a given quantityof Mexican labor wontdcommandin exchange
_ of a _ _ of _ and A_____labor than before."

Cf.altoILTorrtm,The/md_, ,84*-44,P.aS: "Whereamylartlcularcotmtry
i,,,t,o_i,,,portd,,tle,,,tintt,e_ a other,:omtri_whitetho,eoth_
t_mt,lmcwtl,meto_ herWo4_,,__,d,_ fi.ee,th_ _ _ cotmt_
drawsto,tmmtf a larser ptepm'tm of the lm_ciommetals,m,hsmim a high=
ra_e-ef_eaend_ice,thanherne/,M_, and _ in e=han_ forthe
_r_ af a #_nm_a,_ity of her lalx,r, me wodace of a s_ater _ty of



562 Studies in the Theory of lm_ Trade

proach more closely to an index of the international diction of
gain than to an index of the absolute mount of gain for either
country. If the commodity terms of trade and the index of
export costs of a given country, A, remainedthe same, so that its
single factoral terms of trade index remained unaltered,its double
factoral terms of trade index would rise or fall according as the
cost in the other country, B, of producing its exports rose or
fell. But such divergence of the double factoral from the single
factoral terms of trade index would have no welfare significance
for country A, and, under the conditions stated, would merely
indicatean impairment or!mprovement of productivity in coun-
tryB.

Tanssig has introduced still another _ of te_rusof trade,
the gross barter terms of trade, or the ratio of the physical
qumrtityof firq_'ts to the°physicalquantity of exports, the greater
this ratio the more favorable being the gross barter terms of
trade:" His purpose in introducing this concept is to correct the
commodity, or "net barter," terms of trade for unilateral trans-
actions, or exports or imports which are mrrendered without
compensationorreceivedwithoutcmmterpayment,suchastributes
and immigrants' remittances.He gives_an illustrationwhere the
price of wheat exported from the United States m Germany is
8o cents a bushel, and the price of linen imported into the United
States from Germany is 76 a/3 cents a yard,sothatthecorn
modity terms of trade are Io wheat for m.4 linen. But of the
m,_5o, coo bushels wheat exported by the United States only
9,0oo,000 bush-Asare exdumged for German linen and the re-
maining x,25o,ooohu_.qhelsaresenttoGermany as the commodity
equivalentof a cmnpulsorytributeof Sx,ooo,ooo.The United
Statesthussurrendersm_So_oo Imshelswheatand receives
9_/_o,oooyardslinen,withtheratiotherefore,_ Io

bushels wheat for 9.a yards linen. This last ratio is Tamsig's gross
barterterms of trade.

It is _ perlm_ m md_e _ in an imtex of
gm from _ for _ _, or _ with-

o_ts _ _._r si_if _ fs_ or losses _
propedy_ formo,t cmes o_ umlam-altmns-
actionsseems_ eof_ _va_astlmirwmee ororca-
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siotLt_ But to use the statistics of commodity exports and imports
as the basis for calculating the gross barter terms of trade would
in practice be liable to lead to seriously misleading results. Such
procedure would lead to treatment as unilateral transactions of
commodity exports or imports whose compensating import or
export had taken place in the past---as in the case of exports
whose cash proceeds are used to liquidate old indebtedness----or
would take place in the futu_ as in the case of import surpluses
constituting an import of borrowed capital-_r took the form of
an "invisible" import or export of services not recorded in the
cvmmpdi'ty trade statistics, is It wouM seem, therefore, that, as
Haberler suggests, allowance should be made separately for uni-
lateral transactions, instead of incorporating them in the terms
of trade index.

A further limitation of the terms of trade as an index of the

amount of gain from trade, to which all the concepts of terms of
trade differentiated above are subject, is that the terms of trade
indices relate to a un/t of trade and therefore fall to reflect what-

ever relafionslfip there may be between the total gain from trade
and the total volume of trade. But if whatever concept of terms
of trade is used is accepted as a satisfactory index of the trend of
gain from trade per trait of trade, multiplication of the terms
of trade ind_ by a physieal index of the volume of trade will
give an index of the total amount of gain from trade. For ex-
ample, if we accept the coramodity terms of trade as an index
of amount of gain per unit of trade, arid write O for volume of
trade, mr i_ds_r of total gain from trade would be

.p,

'P, Q.
_P.

One advamageof a tota/galn indextwer a N/t galn index
i i i r ,,i , ,

mThemkr ¢_t.tm emm _mld !_ Iommtiwoughdefm_ on trade debts,

__ or _ _ d Ioodl by a _ imthin of --.out ,mm at tlmu Umltatimmin the trou lmrtertermsd
tradeimlm _ tmqm_ fromttmlstks M emmmdit__de alom. CI./b/d.,

_.r_ (X_atto V'tmr, "I_ Thtmie tim _ _ in L_

tn_o twg,p, tfl £
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would be that it would clearly show that an increase in the total
amount of gain from trade was consistent with an unfavorable
movement in the index of unit gain from trade if the unfavor-
able change in the latter was associated with an increase in the
volume of trade,m

Terms of Trade and the International Division of Gain
from Trade.--J. S. Mill seems to have believed that the com-
modity terms of trade, taken in conjunction with its comparative
costs, provided a criterion of the proportions in which the total
gain from the trade of a particular country with the outside
world was divided between that country and the rest of the
world. He did not state clearly how he would determine the pro-
portions in any particular case, given the actual terms of trade
and the two limiting sets of cost ratios, but in one illustrative
case, where costs of producing cloth and linen were in the ratio
of 15: IO in England and of 2o: Io in Germany, and where the
actual terms of trade were Io English cloth for 18 German linen,
Mill says that "England will gain an advantage of 3 yards on
every 15, Germany will save 2 out of every 2o.,,ls Cournot inter-
prets this passage as postulating that England has a gain of 2o
per cent and Germany a gain (or economy) of Io per cent,
although no percentages appear in Mill's text. He points out, first,
as ground for rejecting this mode of measuring the comparative
gain from trade of two countries, that if one of the commodities
could not be produced in England at any cost the English per-
eentage of gain from trade would be infinite. He proceeds to a
further criticism on mathematical grounds, which seems to me
both unimportant of itself and irrelevant to Mill's position unless
it can be shown that Mill thought that England and Germany
would, in his illustration, divide the gains from trade in the pro-
portions of zo and fo. Cournot says that it would be equally
legitimate to hold that England as the result of trade gets 15 yards
of linen for 8 I/3 yards of cloth instead of for Io yards of
cloth, a saving of x6 2/3 per cent, while Germany ol_ai__as,as the
result of trade, H x/9 yards of cloth instead of xo yards of
cloth, for 2o yards of tinen, a gain of z1 I/9 per cent. Measured
this way, the ratio of the Eagtish to the German gain is 16 2/3:

n Cf. IL F. Harrod, I_ _-mam,d_o lg_b _. _ _L, wh_e _ la_ut
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xz i/3,insteadof _o" xo."Or,lesquestionsde calculn'admet-
tentpasde tellesambiguit_s.C'estqu'/tvraidirel'tmeetl'autre
mani_rede comptersontpurementarbitraires.''x°

The realdifficultylies,however,intheinadequacyof thecom-
modityterms of trade as a criterion of amount or division of
gain from trade. The fact that, given the amount of gain, it will
be expressed in different percentages of gain according to what
commodity is used as the base, seems to me to present a problem
which is insoluble but of no consequence. 2° It can be questioned
also whether the proportions in which the total gains from trade
are divided between two areas should be regarded as of much
importance to either country, especially if the only procedures by
which a country could divert to itself an increased proportion of
the total gain should be such as would operate to reduce the
absolute amount of gain it derives from trade---a not unlikely
situation. If production is under conditions of varying costs,
moreover, or if more than two commodities are involved, there
will not be a single pair of comparative-cost ratios from which
to compute the division of gain from trade. In the case of pro-
duction under conditions of increasing cost, a situation is quite
conceivable in which all the commodities which the respective
countries import are also produced at home and in which, there-
fore, there are no comparative differences in marginal costs under
equilibrium, but where a substantial gain from trade nevertheless
accrues from all the infra-marginal units of trade, zt In such a
case, the method of computing the division of the gain from
trade by comparison of the conanodity terms of trade with the
comparative marginal-cost ratios would be patently absurd.

S_ Measurement o_ the Trend of the Terms of

Trade.wStatistical attempts to measure the trend of terms of
trade for actual countries and periods have been restricted to
measurements of the commodity or of the gross barter terms of
trade, and chiefly to measurements of the former. The problem
of statistical measurement is obviously a less formidable one for

these two concepts of terms of trade than for the more complex

wC.eurne_R_ amm_/ee de: doctr_ts _coaom/cu_I87/, _ at0 ft.
mC..f.,however,thecommentsofEdgeworth(Papersrelating to political

_, x_S,II,aa,note)andlhstable(ir_h_ryofi,am_a/ena/trade,4th
ed.,_ p.44,note)m G,_et'scriticismd MIIL
aCf._tm, i_47z
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and less objective ones examined above, but even if these simpler
conceptsare used the necessityof choice of index number formula
to be used in computing the terms of trade index presents some
difficultand in some respects insoluble problems.

The writers who have constructedstatistical indices of the com-
modity terms of trade for particular countries and periods have
made use of a wide variety of index number formulae, but have
as a rule either offered no explanation of their particularchoice
of formula or have defended it on purely statistical grounds, such
as simplicity, "reversibility," or availability of data." Here, as
elsewhere, it would appear that the choice of a formula should
be made to depend on economic as well as on purely statistical
considerations.

Let us suppose that an original static equilibrium in a par-
ticular country is disturbedby capital borrowings, that no changes
occur except those resulting from the borrowings, and that the
question asked is: what is the effect of the borrowings on the
relative prices in the borrowing country of its export and its
import commodities? Let us suppose also that the type of index
number of export and of import prices which should be used in
constructing the terms of trade index is a weighted aggregate
index. Should the quantity weights t_ be used in comparing the
terms of trade of a pre-borrowing with a borrowing year be
those of the base, or pre-borrowing, year or those of the end, or
borrowing, year?u

The proper answer depends on whether the question is asked
as a question in the theory of the mechanism of international
trade or as a question in the "theory of _ values" or
the theory of gain (and loss) from foreign trade. If the familiar
proposition of the tl_ory of the me_ of international trade
that cap_.al borrowh_,s tend to raise export prices relative to
import prices is to be tested statistically in terms of weighted
index numbers, the weights used must be the quantifies exported

=See.however.RehndWitma.Cet/m//**te_,md _ _,.ur_ ted,, s9_.
ch,_ v, _ ad_Rim d_, _

=Le..shoatdthe foamdareedia amstruct/_the bsdzxof shecomm_ty
termsof trsdeof_e bosvow/__i be

N'.N '
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and importedpriortotheborrowings,sinceitiswiththeeffectof

borrowingson therelativepricesof thosecommoditiesexported
and importedbeforethe borrowingsthatthispropositionis
concerned.

Ifwhat istobe tested,however,isthepropositionthatcapital
borrowingstendto improvethetermson which theborrowing

countryexchangesitsexportsforimports,thequestionof what
typeof weightingto use cannotbe so readilyanswered.Gains
to the borrowingcountryfrom the more favorabJeterms on
which itsexportsareexchangedforimportscan acc_e onlyto
theextentthatsuchexchangesactuallytakeplace.24In computing

theexportand importpriceindicesforthispurpose,shouldthe
pricesthereforehe weightedby the quantitiesexportedor im-
portedwhen theborrowingsareunder way,ratherthanby the

pre-borrowlngquantities?
In a closedeconomy,abstractingfrom samplingerrors,the

operationof the (ordinaryMarshallian)elasticitiesof demand

willtendtocausen_gativecorrelationbetweentherelativechanges
inthe/o'sand therelativechangesinthe q's,ifthechangesin

therelativepricesof particularcommoditiesare due to changes
intheirrelativecostsof production,and tocausepositivecorrela-
tionif the changesin the relativepricesare due to relative
changes in demands for particular commodities. Similarly, in
foreign trade, if the changes in the export prices of our country
result from changes in the relative world demands for its various
export commodities, then the relative changes in the export i#'s
and the relative changes in the export q's will tend to be positively
correlated, whereas if the changes in the export prices are due
to changes in the internal cost conditions, the relative changes in
the p's and q's will tend to be negatively correlated. Similarly,
the relative changes in the import p's and the import q's will tend
to be positively correlated if they result from changes in the import
demands for the various import commodities, and will tend to be

negatively correlated if they result from changes in the foreign
costs of production of these comnx_,ties.

But price indices based on end-year weights tend to have an

upwardbiasascomparedtoprieeindicesbasedonbeginning-year
weights if-the changes in the p's and the changes in the q's are
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positively correlated, and a downward bias if the changes in the
p's and the changes in the q's are negatively correlated. In the
choice of formulae to be used in constructing the price indices on
which the terms of trade index as an index of gain is to be
based, there is no obvious.principle to follow in choosing between
beginning-year and end-year weights, since neither procedure per-
mits a wholly satisfactory comparison of the terms on which the
actual exports and imports of the two years are exchanged. If
the correlation between the changes in the p's and the changes in
the q's has the same sign for both exports and imports, and if the
same type of weighting is used for both price indices, the terms
of trade index will tend to be unaffected by the choice made
between weighting methods. But if the sign of the correlation
between the changes in the p's and the changes in the q's is not
the same for both exports and imports, or if different methods of
weighting are used for the two price indices, the terms of trade
index obtained for the end-year may differ substantially with
differences in the izhoice of weighting-method.

There may be no rational basis for choice between beginning-
year weights and end-year weights in constructing an index num-
ber of terms of trade where the problem consists of determining
the effect of a particular disturbance on terms of trade in the
"gain" sense. Comparison of the results obtained by the alterna-
tive methods of weighting in particular cases may be made, how-
ever, to serve as a check on the conclusions otherwise reached as

to the nature of the disturbance. The type of correlation between
the changes in the p's and the changes in the q's for the exports
and the imports, respectively, and, therefore, the direction of the
biases in the two price indices when based on end-year as com-
pared to when based on beginning-year weights, should depend
on the nature of the disturbance.

This reasoning can be illustrated by reference to the problem
of the influence of capital borrowings on the terms of trade of
the borrowing country. It has been argued above that capital
borrowings tend to result in a rise in export prices and a fall in
import prices in the borrowing country, not becaase of a relative
shift in tastes whether in the world as a whole or within the

borrowing country in favor of the export commodities of the
borrowing country, bat because of a relative rise in the money
costs of production of the products _f the borrowing country as
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compared to the commodities it imports. If this reasoning is cor-
rect, we should expect to find the changes in the export p's and q's
of the borrowing country to be negatively correlated, and its
export-price index number for the end-year should be higher,
therefore, if beginning-year weights are used than if end-year
weights are used. If the export prices had risen primarily because
of.a rise in the world demand for the export commodities, the
reverse results should be expected. Similarly, in the case of the
import commodities, we should expect capital borrowings to result
in negative correlation between the changes in the p's and the
changes in the q's, and the import price index number, to be
higher, therefore, for the end-year when beginning-year weights
are used than when end-year weights are used; whereas if the
changes in the import prices had resulted primarily from changes
in the tastes of the population of the capital-borrowing country,
the reverse result should be expected.

In my study of the Canadian experience under heavy capital
borrowings, I9oo to I9I 3, I found that an export price index
based on beginning-year weights rose to I35.6 in the end-year,
as compared to I2o.2 for an export-price index based on end-year
weights, and that almost without exception the commodities whose
exports constituted an increased proportion of the total Canadian
export trade at the end as compared to the beginning of the peri6d
were commodities whose prices had risen by less than the average
rise in export prices as a whole. These results are hard to ex-
plain for a small country, which would naturally tend to push
most vigorously its exports of those commodities which had risen
most in price, except on the theory that the rise in Canadian
export prices relative to world price levels was the result pri-
marily of a rise in Canadian production costs. I found confirma-
tion of this tlamry in the fact that in general the cotmnodities
which did not deady.reveal the restrictive effect on CarLadian
eatmrts of the general upward trend of money costs in Canada
wen: commodities whose costs, because of conditions special to
these ¢gamnodlties such as production from newly-dlscovered or

ncwly.-deCdOl_ natural resources, escaped in part at least the
general upward trend. Lack of necessary information prevented

_ mmlysh of the import price trends for Canada. Studies
by other'writers of the effect of capital borrowings or other dis-
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turbances on relative prices have not treated these problemsae and
as a rule have dealt with cases where the disturbance was too

small to be expected to have a clearly traceable effect on the price
trends. The problem deserves further investigation, especially by
the experts in index-number technique.

IV. "NET BENEFIT" IN INTERNATIONAL TRADE:

MARSHALL

In what is in substance an attempt to find an objective counter-
part for total utility analysis, Marshall applied to the problem of
gain from trade a concept analogous to his concept of consumer's
surplus, x Marshall here uses the terms "surplus" or "net benefit"
instead of "consumer's surplus," perhaps because his procedure in
his international trade analysis is supposed to account for "pro-
ducer's surplus" as well as for "consumer's surplus." In chart
XVI, 2 OG is country G's reciprocal-demand curve, and under
equilibrium OH units of G's commodity are exchanged for OB
units of the corranodity of the other country, E. OR is the tangent
to OG at O, intersecting BA produced at R. Through P, any
point on OG, draw OPp to cut BR "mP; and produce MP to
px so that, M _ being the point at which it cuts HA, MaP x may
be equal to Ap. Then G is willing to pay for the OMth E-hale
at the rate of PM G-bales for OM E-bales: i.e., at the rate of
pB G-bales for OB E-hales. Country G therefore obtains a sur-
plus on the OMth bale at a rate which if applied to OB bales would
make an aggregate surplus of Ap G-bales, or M1P t G-bales. ThUS

"Poland _ (C'_ _ aad _hr _-_ of trade, _, _. 9S-_oo)
dimmes the ty_e of index utm_er to be used, bat without _d_,-_._ to the
intlmtcee_ cacital berrowias, on tbe aattme d the bias to be ea_asaedin the
la_e lances aceordi_ to tbe methodof weightingese_ He arlluesthat when
the _a,orld Imkes d Amtralia's importsare risi_, Amcmllam will tend to
m ia _ araa_t dcSm thelr _rts _ tb_ _ _,h_.h
rise last ia _ (J/i/.) This wo_ be a valld immmlai_ i/the _es
ia relative la4u= wem dae _ to the ia_m_ e_ts ea maa_ ee_
ahmd d mlital meveme_ er w_e dee te relative ma_e_ ta the world
clmm_ hr the _mt _ ia whkh dream Amm_ dkl aot
_:isate, Im it weakl mt be a valid _ if the n_ative _ _
tatea Wire _m_ dm _amra_ to _taeve ehaaSu ta we_ _eaaa&, ia whi_
_taaSu _ _t _
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her surplus on that OMth E-bale is equal to --_-_- I f P, starting

from O, is wa_adeto move along OG, then t n will start from U, the
foot of the perpendicular drawn from R on OY; and it will trace
out a curve UP'A ending at A. Then the aggregate surplus or net
benefit which G derives from her trade will be an OBth part of the
aggregate of the lines MxP x as/_ passes from U to A : that is, it

i

Y

i

i

ot N x

CHirr

will be an OBth part of the area UHA. Draw VW parallel to OX,
so that the rectangle VHAW is equal to the area UHA. Then
VHAW

= F'H, will be country G's net benefit from trade, meas-
ured in G-bales. s

Marshall reaches these results by virtue of an interpretation
of the reelpfm_-demand curves which seems to me invalid. He

'---_ _e _,]_._,u's _ (_. _ _) _ ._,_/m
e_t _ the _ made meemry by a_, _ of his d_art
a_deua_tfor atew mluor_rb_ d.m_ ia thebmu_stof c_r.
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assumes that since country G would have been willing to take an
OMth E-hale at the r_te of Bp G-bales for OB E-bales, but
actually gets the OMth bale--as all the other bales---at the rate

Ap
of AB G-bales for OB E-bales, _-_ G-bales represents the sur-
plus on the OMth E-bale. But this assumes that country G would

Bp
have been willing to take an OMth E-bale at the _ terms even
if she had already purchased (OM--I) E-bales at terms less

.. Bp,
favorable man _-_ and it assumes similarly that country G would

AB
be willing to take an OBth bale at the _-_ terms if she had already

AB
purchased (OB-- I) E-bales at terms less favorable than OB;
i.e., it assumes that the rate at which earlier E-bales were actually
obtained will not affect the rate at which country G would be will-
ing to buy additional E-bales. The marginal utility to G of the G-
bales she still retains will, however, be greater the greater the num-
ber of G-bales she has already surrendered, and, therefore, the
amount country G would be willing to pay for an OBth E-bale,
when all the OB bales are procured at the same price in G-bales,

AB must be greater than the price she would be willing to pay forOB'
an OBth E-bale, when all the preceding (OB--I) E-bales had

AB
been paid for at pri_s in G-bales higher than _--_-All of Mar-
shaU's MIPI's, therefore, except the initi'_ one UH, and conse-
quently also the aggregate surplus for country G, are made by
Marshall to appear greater than they would be if correctly com-
puted_This exaggeration of the amount of surplus is inherent in
Marshall's method of computing it, which is capableof producing
such improbable results as a surplus, measured in G-bales, many
times greater than the total amount of G-balesactualityexported,
and--if the OG o.lrve is inelastic--may produce such mean'mgless
results as a surplm, measured in G---___ greater than the total
amount of G-Ix_ which G can produce. _,

Correctly to _aermine the comun_'s Surp_ meamu_ i,
_, it is necessary togo behind G's ___m_md curve
toher utility f_ with respect to the Ca-and the E-corn-
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modifies. Assuming this information to be available, we can pro-
ceed as in chart XVII, where the dotted lines and curves are a
reproduction of chart XVI, included for comparative purposes

Y

/

" .. ../p,
/ "r___------7/ I _'-'-..../

, , _._...

// .2" /_'f

, , , , , , ,i

M 8

- ir _ .,,, _ .... . ...... ,,,

Cu_r XVII

only. By a procedure analogous to Marshall's, we can draw the

PIM _ repre-curveOGx, each that at any point on it, P_, _ or OB
seats tire mm_berof C¢--ba.teswhich country G would be willing
_f_r_a OM_ E4_e, wh_mithadalreadybought (OM_x)

at the maximum prices in G-bales for each successive
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E-bale which it would have been willing to pay, if necessary,
given the prices at which the preceding purchases had been made.
Except for the common point of origin, O, the OCt curve would
he lower at every point, with respect to the OX axis, than the
reciprocal-demand curve, OG, at the corresponding points. On

Apt
MP t mark off, from M 1, MaPt a = Apx, where _ equals the

excess or defwiency in G-bales of what country G would he willing
to pay for an OMth E-bale if all the preceding E-bales had
already been purchased at the maximum prices country G was

AB If Pt, startingwilling to pay, over the price actually paid, or

from O, is made to move along OGt, then Pxx will start from U
and trace out a curve ending at Ax, the point at which the OG1

curve cats BR. The aggregate surplus will then he UHS - SAAt,OB
SAAt representing what the sum of the deficits on the purchasesOB
beyond the S_ point would have amounted to if each unit of

E-bales in turn were assumed to have .been paid for at the ABOB

terms after each preceding E-bale had been paid for at the maxi-
mum price in G-bales which E would have been willing to pay, if
necessary, given the prices at which the preceding purchases had
been made. If V_W_ is drawn so as to make the rectangle

VIH_IWI = the areaUHS _ SAAI, Xl,,enthe aggregatesur-
plusof country G, measxtred in G-bales, will be VtH, which is
necessarily less than VH.

While the amount" of mrOm for country G will, therefore,
necessarily be smaller than VII Lq chart XVI, it will increase

with any decrease in the price of E-bales in terms of G-bales, pro-
vided this decrease in price is not the result of a change in coun-
try G's utility curves for G-goods or for E-goods--provided, that

is, that it is not the result of a change in the OG curva ,and if
the OG_ curve is known it will be possible to determine the amount

of dmge in surp_ _ in VH win _dly t_ in the t_rne
direction,thoughnotinthesamedelp_aschmtgtsinVtH when
thedum_ h_the _ Lmu Of tt_ am aot tlw-mmltof
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changes in OG. For such changes, therefore, the effects on the
surplusof country G, measured in G-bales, would be the same in
direct/on, but would be smaller in degree, if determined by the
method here presented than if determined by Marshall's method.
If Marshall's"surplus" is acceptedas a measureof gain, Marshall's
method will therefore produce results which for such changes are
qualitativelyright though quantitativelywrong.

Allyn Young,' however, claimed that Marshall's consumer's
surplus was a wholly unusable concept in internationai-trade
theory: "consumer's surplus,as Marshallmeasures it, is not addi-
tive_ Its sum, for any one consumer, comes precisely to zero" ;s
the objections against use of the conceptare even stronger in the
field of international trade theory than in the field of domestic
trade theory.6

It is a familiar objection against Marshall's concept of con-
suraer'ssurplus as used by him in domestic-trade theory, and an
objection whose validity he conceded,that it is not "additive"; i.e.,
that the surpluses as computed by him for separate commodities
cannot simultaneously exist. But in international-trade theory,
U_rs_U positsonly one surplus, that associated with the foreign
tradeas a who/e.TThe surpins, moreover, is in international-trade
theory measttred in commod_rtieshaving It direct utility of their
own--or representingprimary disutility--so that it cannotbe said
of _, as it can of money, that their utility is merely a reflec-
tion of the utility of what can be obtained in exchange for them,
andthat the two utilities must therefore be equaLs

•AlUmYee_, _Ma_shaUou com_ _ s _ in intmmimsl trade,"
0mm,_ _ of e_,es,_, XXX_ (x_), _44-_xThe m theme
o__ m_le, immer, was mt the,ndi_ d thecommm_,._p_s mr/m,
_dt,ns _ _y iancldmu_,I_ a_ mlWm_m,o_ in _-
ties im_s _flmetlml _;m.

•/_tt. 1LxgD.
"_ it _ _ mtml,_ smmt _ d _s r_"

"la _e ¢_msmss.a_ come_ _ mo_ed IM_e,it is tr_ ho,mer, t_
wit_ dm_ i _ _ d m_ _ in _ u we_
_=_=eeli__ mr_e_ O,_here_ a dmSe la theavmt_ _llty .i_-

dt _ _ _ =lm_ 1_ mm_le _ tnG__W_ tmeti_m.
Wtat _edlm_Im dens dm_ _11bewla_es_ m fl,e dutkity e_theO_

_im_dm_ i. _adnd w_k_aba_ _. a de=w.e inthe_
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V.TOTAL NET UTILITY DERIVED FROM INTERNATIONAL TRADE:

EDGEWORTH

Edgeworth'sanalysisof theproblemof gainfromtrade,Ithe
most elaborate and perhaps the least questioned in the literature,
is both in method and in its conclusions in some important re-
spects similar to, and in others different from, Marshall's analysis.
Edgeworth's exposition is elliptical and cryptical, and is in part
expressed in mathematical terms which I can follow only im-
perfectly. It is, therefore, with considerable trepidation that I
present the following interpretation and criticism of his analysis.

Edgeworth uses reciprocal-demand curves of the Marshalllan
type to examine the direction of the effect on the amount of gain
from foreign trade of disturbances of various kinds. He assmnes
tacitly that the curves in his diagrams represent the situation of
typical individuals in the two areas, and bases his conclusions as
to the direction of change in the amount of gain from trade on
the proposition that movement from the point of origin of a
given reciprocal-demand curve along the curve is always move-
ment toward a position of greater totalnet utility (= consumer's
surplus) and therefore of greater advantage, a proposition which
he had earlier demonstrated, given his assumptions, for domestic-
trade demand curves in terms of money,2 and which he here
transfers to redprocal-demand carves without further argument.
Edgeworth does not here attempt to deal graphically with the
amount of change in gain from trade resulting from particular
disturbances, but only with the direction of the change in the
amount of gain.a

"Theoure_eory of _ ,._m_"inPapersrelati_ to political
ec_my,_5, If,3x-47(firstImblishedinEcamna/cjmo'a_,x894).
"EdSzworth,Ma_w,,,a_a/ps_ch/c_,x88h'_.IxS-x6.
°Inaaearli_emay,Ed_-worthhaddmlt_ wlth_ detmnlmm'on

oftheamum _ _n _ camume_sm_plma==_ _mm e_debe_ and

_, _ 0l _ _hem_la,,_ tin're witha _m_-
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The proposition that movement along a Marshallian reciprocal-
demand curve from its point of origin tends on ordinarily reason-
able assumptions to be movement towards a position of greater
advantage can be accepted. But Edgeworth derives from it con-
clusions which differ substantially from those reached in the pre-
ceding two sections. These differences in conclusions can be
summarized in the proposition that (with the exception of one
special case, to be examined later) in Edgeworth's results the
direction of change in the amount of gain from trade and the
direction of change in the commodity terms of trade always corre-
spond,4 whereas it has here been argued that in many types of
situations the commodity terms of trade and the amount of gain
from trade may move in opposite directions. Edgeworth's failure
to find any cases (except the special one to he examined later)
where gain from trade and commodity terms of trade would
move in opposite directicns was due to his failure, in his inter-
pretation of his diagrams, to distinguish between disturbances
involving movement along a given reciprocal-demand curve and
disturbances involving movement to a new reciprocal-demand
curve. One of Edgeworth's diagrams, reproduced here as chart
XVIII, 6 is supposedto cover all cases where (x) the gain con-
sequences for country E are alone being considered, (2) the
disturbance originates in country E, and (3) the specific nature
of the disturbance can be described as "H, where the change
originates on the side of supply: such as increased facility of
producing or exporting native commodities; [or] h, on the side
of demand: such as an increased desire for, or facility in admit-
ting foreign commodities.'"s OE is E's reciprocal-demand curve
and OG is G's reciprocal-demand curve, and under the original
equih'briumconditions OM of E-goods is given by E in exchange
for ON of G-goods. A disturbance ensues, which is assumed to

X_p. Ev&_ra,_ tothesame_.--F._ "Ontheappllca-
matlamml_ to poHfa_economy,"]ow,n_ of the RoyalStati_ical

,¢_.,_;LII0_), sss-_.
_Edg---cw_thdoesmathimself_ attentiontothisaslm:tofIfrsre.nlts.Cf.,
_, _#,,,,_.sa,.sL
T_ h dlagramxin_ s_._ PoP_s,If,_0.
"/bitt.,h.a4.F.tl_ 1:_msout thatd_m-bamesof thety_ labe.k_lHby

himaml _mahanea of _ typeh requirea &_ereat graphical_-octsture
OE_ OF_m-oomm7E's ,,eciprocal-Cla,,aadcarve,is iadastic,batnot wbea_ i,,ehsfir.,la chartXVIII,OB iselastic,sothatthisdmxtisaccordingto
_ amliealle_bothtypesatdisturlmm:es.(Ibld.,_ _)
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be an i/_pediment rather than an encouragementto trade, and to
result in the OE curve becoming "transformed" (the term is
Edgeworth's) to OE'. Edgeworth traces the effects of the dis-
turbance as follows:

In the new equilibrium indicated by the point Q, RQ of X is given
in e_ch_.ge for QS of Y. But Q cannot be a position of greater
advantage than P', where the horizontal through Q cuts the original
curve. For, on the most favorable supposition that the impediment

TO TA L

O-GOODS
Y

' £ G
N ....... "/" ----"

/

• $ • II Y

NUNSER OF f-eOODS

C_a" XYIII

affects only exportation,not production for internal _,
(for imtance, a trl_._ dmy impmedlry a third country) EnlOmld's
offer in exchange for OR would be reduced by the impediment from
OS' to OS, m that Q would be a positic_ of just equal advantage
as P'. But F is a position of less advantage than P (being nearer
the origin as you move along the curve). Thus the natbe emmtry is

The mistake in this analysis is the identif_tioa, from the point
of _m,_ _ _ of pointF _h l_iat 0 f_alt _ses,
inctua_ easeswherethereis no_ _ _ be-
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tween the OE and the OE' curves. In the case of a transit tax on
country E's exports, levied by a third country, where the hori-
zontal distance between the OE' and the OE curves represents
the total amount of tax, OE is still the real reciprocal-demand
curve for country E, as seen by its inhabitants, while OF: is the
same curve after the tax has been subtracted in E-bales, i.e., is
E's curve as seen by importers in country G. Under the new
equilibrium,therefore, country E gives up OS' units of E-corn-
modifies in exchange for OR units of G-corranodities, while
country G receives only OS units of E-commodities in exchange
for OR units of its own commodities. The point P', therefore,
represents the new equilibrium point on country E's unchasged
reciprocal-demandcurve, and because P' is nearer to 0 than is P
as we move along the curve OE, the new situation is less advan-
tageous to country E than the old. The change in the gain from
trade for country E correspondsin direct/on to the change in the
commodity terms of trade for country E, since because P' is
nearer to O along the OE curve than is P, and the OE curve is
concaveupward with respect to OX, the slope of the OP' vector
with respect to OX, which equals the new ratio in which G-corn-
modifies are obtained by country E in exchange for E-commodi-
ties, is smaller than the slope of the OP vector, which equals the
old ratio in which G-commoditieswere obtained by country E in
exchange for E-commodities.

But let us suppose that the disturbance which results in the
OE curve being transformed to OE' consists of (x) a reduction
in the desire of country E for G-commodities,or (2) an increase
in the real cost of producing E-commodities, or (3) an increase
in the desire of country E itself for E-commodities, all types of
disturbanceswhich Edgeworth believes to be covered by the dia-
gram reproduced here as chart XVIII. The OE curve, as the
resultof any one of these types of disturbances, now has nothing
but historical significance, is a quondam curve of reciprocal de-
mand, and OE' becomes the real reciprocal-demandcurve for

F. The utility si_dfican_ of two points cannot be com-
pared unieu both points _!_ to the same set of utility and
di_-y femlom, whereas, under any of the three assumptions

_ the ¢_mge from the OE to the o_ redpro_-
dem_ o_rve,i. a_Ziaiedwitha changein thesebasicuti_ty
f'_Q_ It b t_._n _ Io_,_ pos_bkto detm_nc from
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the position of Q with reference to P whether or not the new
equilibrium situation is more advantageous to country E than was
the equilibrium situation prior to the disturbance, since these are
points on different reciprocal-demand curves whose utility rela-
tionship to each other cannot be known without more informa-
tion than the diagram affords.

Note, however, the different effect on the commodity terms of
trade of an impediment to E's trade which involves no change in
E's real reciprocal-demand curve as compared to one which does
involve such a change. The original commodity terms of trade

ON they become ORwere OM' _ for country E in the case of the
OR

transit tax, but become _ in the case of a disturbance mvolv-
ON

ing a real change in E's reciprocal-demand curve. Buto_ , < _---_,
ON

whereas -_S > _ i.e., the commodity terms of trade change in
different directions in the two cases. In the transit tax case, the
change in commodity terms of trade and the change in the amount
of gain from trade are necessarily in the same direction; in the
other type of case the diagram does not afford sufficient informa-
tion to determine what is the direction of the change in the amount
of gain from trade.

Except for one special case, still to be dealt with here, Edge-
worth's failure to ,discriminate in his interpretation of his dia-
grams between disturbances which result in the movement of the
equilibrium point along the _ redprocal-dema_ curve of the

country under cons_rde_rationand disturbances which result in
that country acquiring a new reeiproeal-denmnd curve pervades
his entire analysis, and sttffiees to account for the differences
between the conclusions _ reference to the relationship between
d_anges in the commodity te/r/_ of trade and e.r_ i_. the
amov.nt of gain from trade reached hy him, and tlao_ presented
a_ve. ThatEdgeworthhad noticedtl_ corres_zdeneebetween
hisrem'ts with _e_0ectto the d_ of the clm_gesin the
amo_t of gain from tr_ _ 'h_ _ with _ to the

di=,_3u of the clumges in t_ l_a_.of L_dels _ by
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ofthecommoditytermsof_e asacriterionofthetrendofgain
from trade, he added:

However, it may be admitted that his definition is adequate to the
purposes for which it is used. Where he says that the whole or none,
or more or less, of the advantage will accrue to a certain country, it
is generally true, I think, not only in his sense, but in the more
correct sense, s

In the special case to which reference was made above, Edge-
worth does deal with a disturbance which causes a displacement

TOTAL
o-oooo s

0
NUMBER _P E-OOOD$

Cm_e XIX

of theeq,.T,bri.mpointoffco..tryE'sreciprocal-demand
But in tim case, for spedal_, the ori(malredpro_
demand¢mrvedoesnot loseanyof its utilitysignificance,and

p_ovid_the_lditionalinformationnecessarytomake
utility_a_'is_s betweenthe newequilibriumpointand the

oue_ThediagramwhichEdgeworthusesto presentthis
cue h _ hereasdmrtXI_ CountryE Icv_ a tax in
kl.dm Us_x_s, the_ byexc_pti_teingdlstr_ted
h_ ammmer_ tooffsetanyhfhencewhichthetax would
__ _ themht_ desiresof_e _ of court-
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try E for the export and the import commodit/es,le OE and OG
are the reciprocal-demandcurves of country E and country G,
respectively,and the dotted curve is an indifferencecurve or locus
of positions of trade which are of equal advantage to country E
as position P. We may call this dotted curvethe trade-indifference
curve. As Edgeworth says, this trade-indifference curve must
touch the OP vector at P. If Q, which by assumption is the new
position of equilibrium on the curve OG, is above M, and inside
the trade-indifference curve, the inhabitants of country E are
benefited by the tax; if O is below M they are prejudiced by
the tax.

Edgeworth is able here to use the position of the new equilib-
r/urnpoint with reference to the trade-indifference curve as a test
of whether the new trading position is superior or inferior to the
old for country E because OE continues to be the reciprocal-
demandcurve of E as seen by its ;nh_itants--though not as seen
by countryC,--and therefore the trade-indifferencecurveon which
P is located retains the Samesignificance for the inhabitantsof E
after the tax as before. Th/s spec/al case, therefore, also fails to
deal with a situation where a dismrbm_ takes the form of a
change in E's basic utility funetimm, but while the commodity
terms of trade necessarily move in favor of E, it is neverthek_
po_ible for the new trade Imsition to be ires _ to E
than the old one.

_. Trot GAIn raou Trams _ m McmzY

gmd_I's Curves and I_oMm7 0_--_ the theory of
_errm_ _se _ _ _y Mm _ his _ the
aualym is mmductedhi terms of e_ctmuge rm_ be_ _rtain
broadgroups or clames of _ _ togeti_ iudude an
o(theemmmdit_mam_inruetin,_ orif tk _
b _ in_wnw o_e_e-_ _ l_een a _,wpar-

o_the_oaagm=p=o_==nmaam_umepr_e_
=_ethe=_ialsubjecto_immst_ thea_. _ua=ir=_=na-
value _, on the other Imn_'tl= mine _¢=dt mmisu'y
wttl_ the pri_/u t_emmof mm_ of =l=Oe c=mmoditim =_=n
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which there was presumed to exist an indefinitely large number
of kinds of commodities. In their handlingof the theory of inter-
national value, therefore, the F_glish school made two important

changes from their procedurein the fieldof general-value theory:
(I) instead of dealing with money prices, they abstracted from
money and dealt with exchange ratios between commodities;
(2) instead of dealing with the variations in value of particular
commodities taken one at a time on the assumption that the
remainder of the system of values remained unchanged, they
dealt with the internal variations oemrring in the system of val-
ues as a whole. In their international-valuetheorizing, therefore,
the English school, from the time of Mill on, made a substantial
approach to the general-equilibriummethod, although adhering,
without importantexceptions, to a strictly partial-equilibriumap-
preach in the field of general-value theory.

difference in method of analysis was not a historical acci-
dentbut was a natural response to the difference in the nature of
the _ which presented tlmmselves most urgently for ex-
aminaticmin the two fields. It is evident, however, that the earlier
writers gave little thought to this divergence of procedure. Even
in the case of Mmrshall,who is almost alone in drawing attention
to the variafitm in his technique of analysis in the two fields, the
explmmti_ which he gives of the nature of the variation and of
the _ which make it desirable can scarcely be re-
gardedas adequate. Marshall states that his reasons for dealing
_th _vabne prob_ns in non-monetm'yterms,as dis-

from the memtary appro_ of his general-value
theory,a_e that any _ in _ equilibrium will
remlt in a daap in the val_ of money in the two areas, or in
"the_ndards of priees," that if the amlyi is in monetary terms
aaom_e mint te madeforthisdm_e h_vat_ butthatmempt
tomatemeh_ reml_in whollyummmge_lecomlO.ica-
t_m if_e_ far hzto the pure theory of foreign trade?
-- ' , _,L r

x;el+armlliZ, JMm__ & _,m,v_, p. vO:
1_km_. _ when_ lined,aSeld.dees_t ak_ a Sood

_,ft_amlmd _ amlttdeernethelptDes_alathed_es
ttlhme_ _dt_ emel tVlmmt_ la_ de-
mmt;-Im4alkem_m_ it 61mira mt _ _ ]_r it
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But the same objections, in k/_, can be made to the use of
money prices as a measure of value in domestic-trade theory, and
it is a difference in the nature of the questions examined in the
two bodies of theory, involving a difference in the degree of error
resulting from abstraction from the variations in the value of
money, which provides any basis for tolerating this error in
domestic-value theory in the interest of simplicity while refusing
to tolerate it in the field of international values. The substitution

for the price-quantity demand and supply functions for single
commodities used in domestic-trade theory of some such concept
as reciprocal demand becomes almost inevitable if what is being
studied is the value relationships between all the elements of the
economy, grouped into broad classes, instead of the relative vari-
ations in value of money and one single presumably minor com-
modity._

It is a misconception, however, to regard the theory of inter-
national value, because it abstracts from absolute money prices,
as a theory of barter applied to foreign trade. The theory of
barter, strictly speaking, is not applicable to an economy in which
money serves as a mediumof exchange'and as a common measure
of relative values. The theory of international value takes for
granted the existence of money and its execution of its respective
functions, but confines its analysis to the non-monetary manifesta-
tions of the equilibrium process.

Marshall, who wrote during a period when the exponents of
the substitution throughout the field of value theory of general-
for partial-equilibrium analysis were carrying on vigorous propa-
ganda for their muse, cannot be supposed to have been unaware
of the full significance of his departurein the fieldof the theoryof
international value f_c_i the partial-equ__ibfiam method which
otherwise he uniformly fol'mwed. It is regrettable, therefore, that
he not only failed to emphasize the d'r_erencesh:tween his meth-

"_ theeacdlmt___-_ by_ha_r, _ of _ _ x936,
IL xS4:

The_ &_ua_ b_a_m tla_two_ d era'yesis that/bel_r-
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ods of analysis in the two fields, but that he expounded the two
types of theory in such closely similar terminology as to lead
some students to postulate a closer resemblance between the two
bodies of analysis than could rightly be attributed to them. He
must be held largely to blame, therefore, for the fact that able

writers have supposed that his reciprocal-demand or foreign-trade
curves and his domestic demand and supply curves in terms of
money were so closely related that the former were simple deriva-
fives of the latter. 8 The two types of curves rest on radically
different and irreconcilable sets of assumptions, so that it is im-

possible to derive one set from the other or to trace a definite
relationship between them?

*See H. Ctmynghame,,4 geometrical political economy, x9o4, p. 97. (But cf,
_id., pp. iI4 ft.)

.See also T. O. Ymema, A mathematical re[_tlo_ of the general theory
of/nternat/mm/ trade, x93z, pp. 47-50. In a footnote (ibid., p. 48) Yntema con-
cedes that the foreign trade curves which he derives from domestic demandand
supply era-yes in terms of money may not be equivalent to Marshall's reciprocal
demandcurves:

This derivati_ is based on the assumption that the import demand price
on its fixed-height schedule is a function only of quantity imported and that
the export supply price on its fixed height schedule is a function only of
quantity exported. Mars'haWs comments on the interdependence of import
demand and export supply seem to refer not to a functional htterrelatiofi
o_ fixed-height schedules but to the interdependence which arises out of
the necessity of balancing international debits and credits. Where a func-
tional relation between fixed-helght schedules does exist, Marshall's curves
are still applicable, but they cannot he derived from their e.mntamentele-
meats by twoMimensiotml graphs.

The "llxed_height schedules" referred to here are supply and demand schedules
of two omnnodlties in terms of adjusted money prices. Marshall nowhere ex-
plains the derivatkm of his reeiprocal-detmnd curves from the complex factors
operating within each economy. As Edgeworth comments: "A movement along
a supply-and-demand curve of international trade should be considered as at-
tended with _ of internal trade; as the movement of the hand of
a clock _ to considerable unseen movements of the machinery"
(Papers, II, _). Marshall aflowed the operatlmmof the internal maehimwy to
remainttmm¢_ but since his reciproc_-dcmaand(.-iia-veSrelate to tWO"commod-
iris" taken a_/_ the entire rat_ of eofmhodities, it seems _mary
to asm_¢_ that _I would not have regarded the demand ftmctkms and the
sr_ fmsc_m o_ these rzspect_ _ w_&/n each comm'y as
l_dent lhma_k '

"C_er, t. W. Amel_ The _ o! _/o,d _e,, _a_. p. 4s4:
_Fin_ ,_,e mwm_om on which the [_h_halliaa fortlsu-tr_] ¢a=ves are
tmtd, _t tl_ _ to which t_ are _o_t, are _*_ tt_ m=* _
far li!lm_dm_ and supplyera'yesof the n_ t,_,,,.'li=,,,sort lie.,
o_mu_-_mes_u_e _ curve._].The_ for them_
s_ m flair z_e_ advant_ _or cettaln _ asa Sin#de device."
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The substitution in the theory of internationalvalues of analysis
in terms of reciprocal demands for analysis in terms of demands
and supplies of particular commodities with respect to money
prices marks, therefore, a distinct improvement in method of
analysis. For introducing this improvement the credit belongs
mainly to John Stuart Mill, and when Marshall and Edgeworth
later elaborated and refined upon it, and invented a graphical
technique for its application, they freely acknowledged their in-
debtedness to Mill.

There exists, however, a considerable literature, mainly of
Continental origin, and still being added to, in which the prob-
lems of international value are analyzed in terms of absolute
money prices and of independence of particular demand or supply
curves in terms of money prices from each other. Of the many
variants of the monetary approach to the problem of international
value there will be selected for comment here the three types
which appear to have had the greatest influence on later writers.

Cournot's Theory.---Coumot presents an argument for the
profitability of import duties so obscurely stated and falling so
far short of establishing its conclusions that it scarc_y deserves
attention on its own account. But his general authority as an
economist is so high, and he is so often appealed m by protec-
tionists as having successfully refuted the doctrine of comparative
costs, that his argument cannot be wholly ignored. In spite of the
fact that he stated his thesis at some length in all his economic
works,s it is by no means easy to determine just w-nat he was
trying to prove, and almost every commentator has given a dif-
ferent intm'pretationof his _ I will attempt to reproduce
his argumem essentially in the form in which he first stated it.s

Country B removes a restrictionon tbe imtmrt of a commodity
M. Letp_ be respectively the price and D, the consumption of M
in B before the removal of the restriction, p', the (lowt.r) price
and lY, the (smUer) _ productionandB the quantity

Cf. als0,//_L, 1_ 4S6-S'/:_he _ ako lammitIm euy _ d
the din_ bmetasfromtrad_..o"

t_a,s, x_n pp. rra-Sx;_ k _ _ _ ,_¢_, zS_, pp.
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imported of M in B after the removal of the restriction. Then
producers of M in B will lose

_. - p'.D'. (x)
But for the consumers of M before the removal of the restriction

there will be a saving of money available for the purchase of
other commodities than M of

L_,- f.)D, (2)
Since the import E must be paid for in other commodities, a for-
eign sum is added to the funds previously available for the pur-
chase of other commodities than M, equal to

f_ (3)

On the other hand, the increase in the purchases of M resulting
from the decrease in the price of M will reduce the amount other-
wise available for the purchase of other commodities than M by
the amotmt of

f,(D', + E --D.) (4)

But (2)+(3)--(4), or the additional funds available for the
purchase of other commodities than M, equals (x) or p.D, "7
p',D'., i.e., equals the loss to producers of M in B. It would
seem that so far there is no net change in the national money
income, since the loss to producers of M is offset by a correspond-
ing gain to the rest of the community. But Cournot, by virtue
of a process of reasoning which no one has so far satisfactorily
explained, calls this sum, p_D.--p',D'_, the "nominal reduction"
in the national income, v

'_ line beenmadeto extlaia tl_ by the _ that Coernotis
_ that m iocm,_ tai_ tlace in the WedS/on of other conmdit/e_
re.. that the ,,daes (=) _ (4) aboveare ther_re _,,_,,.,__._.andthegain
(s) i, osm tv a _ redectionia the doa_ _ _ ether
_ thm M. T'ai__ h_ been mde, by _ aridby
ethen, ehe trois Jot a rejectiono_ Ceeraet'sarsmm_ ee the Sroendthat it
eai_ u _mmmted amml_ien tim the In_loctive rem_ rdeued from
._ _ d M wln r_lm _a- e_Tmmt By A_l (Tbo,_ of

ia _s _, it i. rode e_e l_t, fer a defeme of ere vaik_ of
_ aartmmmt_tllta em It._ ef Im _ 13et_ in re_

ema_tsfiea Iliumf_l mmiderati_ to sa_ incomemmlti_ froma _et_a'_e_emm.mmsml,medfre, atbeWedectlme_ • ( -
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Cournot concedes that the original consumers of M, as a result
of its fall in price, are in the same position as if their income had
increased by

(p_ -- p'b)O_ (2) _ (5)

what we would call a consumer's surplus item if this were an
acceptable way of measuring it. There is also a possible additional
gain to consumers of M, because at its reduced price the addi-
tional purchases thereof may )4eld more satisfaction than the
commodities which they replace. But since Cournot regards this
gain as not measurable, he excludes it from his computation. He
concludes that there is a "real reduction" in the national income

of B equal to the excess of the "nominal reduction" (x) over the
gain (5), or

(pflg.--V.D'_)-- (p.--fb)D. --f. (Db --D',) (6)

It is impossible to find any significance either in Cournot's mode
of computation of the benefits and losses from the removal of a
restriction on import, or in the "nominal" or "real" results of his
computations. The correctness of the general verdict that the tech-
nique which he used at this point was Inadequate for the purpose
and his conclusions of no value seems indisputable, s

In his final exposition of his thesis, Cournot concedes that if
the removal of the restriction on import resulted in an outflow of
money followed by a general fall in the prices of commodities,
the problem would completdy alter in character, and his conclu-

not, Pc/herpes, I863, PP- 3_)-30; Relr;,'a¢ $ommaire, I877, PP- 193"95, 2o5.) The
only _lflanatlon I can offer, for which there seems some warrant in Cournot's
exlmsitio_t, is that Coumot held that since the chan_ in the price d M and
/n the money incomeof la-oducersd Mwouldaffect the In_e and the incomes
of dm producers of any other _ae commodity only to a negligible extent, it

lm'mlm'l_e to asmane that the pricesand the incomes of _In_laeers in
cowa_r B M _ eommodltiesthan M would remain unaltere_ i.e., it was
lammini_te to ignore items (3), and (4) above. (See _ Retcawe/_$, pp-
13oqa.) But this wouldbe equlvalemto saving that if the _ d a large
tankofwaterwereallowedt_sweadthhaly over a greatarlm,becameatany
oae_ tlzamomt'd wa_r _d bemzlkible,t.he_o_theamoantd
waterover_e entirearea_aad_y beregardedasnegligibleascor_-
p_t to ez _ o_waterorlg_ny in fl_etank.



m

ofReal Income 589

sionswould not apply.This isan importantconcession,since
theclassicaleconomistswould have arguedthata unilateralre-

ductionindutieswould havejusttheseeffects,and would have
regarded as meaningless analysis of the effects of a reduction
of duties which did not take these effects into account. Cournot

also defends his technique of analysis in terms of money values
by appealing to Mill's doctrine that the introduction of money
would not alter the results of trade as compared to what they
would be under barter. If this was correct, Cournot asserts, there
could be no objection to the presentation of the theory of inter-
national trade in wholly pecuniary terms3 This is, of course, an
extraord]nary non sequitur. Because analysis in terms of real
costs, on the one hand, and analysis in terms of real costs and
money values, on the other hand, would produce identical results,
it does not follow that the same results can be produced by analy-
sis in terms of money values alone. In any case, Cournot's analysis
fails to deal intelligibly even with the pecuniary aspects of the
problem.

Barone's Graphical Technique.---Cunynghame, in I9o4, ex-
pounded the theory of international value with the aid of a type
of graphical illustration related to the ordinary Marshallian
domestic-trade demand and supply diagrams in terms of money,
prices and derivable from themY° In Cunynghame's diagrams, as
in Marshall's domestic-trade diagrams, only one commodity at a
time is under consideration, and the diagrams relating to the two
regions are set back to back for purposes of comparison and an-
alysis. Cunynghame did not draw any conclusions with respect to
gain from trade from his diagrams, but Barone, in x9o8, used the
Cunynghame back-to-back diagram to reach such conclusionsY x

Chart XX is a reproduction of Barone's basic diagramY s The
demand and supply curves of the particular commodity under con-
sideration, expressed in terms of money in a currency common to
both countries, are given separately for each country, with the

°Ret_ ,mmma/re,t877,p. ao_
_'H. Cuny_, d geometricalpoliticaleconomy,I9o4,pP.48 ft. See espe-

f_hls f_. St, Pvid.,p. 98, and c_ it with the Baronediagramsre-to L_azrIn the ttxt.
"Em_ Bm_me, _e _er theorai.ches N_kosot_ (Germ.

l_ _ Staehleof the _ Italian editionof 19t_), t9_7, pp.
toI ff_Batonedoes-a_ re_ to _
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two diagrams set back to back. In the ahmm_e of
trade in this commodity, its pn_ would be PIN in England and
PM in Germany. If trade is opened, England will therefore be
the importer of the commod/ty and Germany the exporter. The
cost of transportation per unit is assumed to be 001, and after
trade, therefore, the _ in F.nglm_ _t be the price in Ger-
many plus 001. Equilibrium will be es_ed at the price,
f.o.b. Germany, at which the quality England would import,

ii i

EN6LAND PRICE OERMANY
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price, therefore, will be RE in Germany_mdHC (-- RE + 00_)
in England. Each emmtty, _ B.__rone,will _ as _ result of
the trade. In Enghnd the gain to _ will be PICAB
monetaryuuiU, wKu:his greater a,_,, the ioss to producers,
PxTAB. In Germm_ the g_fin to Wodt=rs _ be A_ZPF, which
is greater tlma the loss to ¢mmmners, _[ZPE.

The grmu_ on whkh __a_nmmi_ mint be mpuded as in-
condusiveare many and fmmidal_ Fust,itignorestheeffect
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which the removal of barriers to trade would have on gold move-
meres and therefore on the heights of the demand-and-supply
_hedules and the prices in the two countries. Second, the area
CPzW included by Barone in the gain to English consumers is
not homogeneous with the area BPIWA, the latter being an actual
saving in money (waiving the first objection), whereas the former
is a "consumer's surplus" of indefinable meaning as compared
to the area BPIW.d. A similar objection applies to the inclusion
of the area EVP in the loss accruing to German consumers.
These areas are akin to a portion of Marshall's consumer's sur-
plttses in his domestic-trade theory, and are subject to the same
criticisms. Third, the calculation of gain or loss to producers from
changes in price and output assumes that the "producer's rent"
areas represent net real income to producers without involving
real costs to anyone el_ in the community, an assumption incon-
sistent with normal reality in the one respect or in the other, or
partly in both. Fourth, the supply and demand curves in terms of
money for each country are assumed to be independent of each
other, and of the amount of national real income, an assumption
always logically invalid, but seriously in conflict with the realities
if the commodity under consideration represents, or is taken as
representative of, a large fraction of the total national output or
consumption, as is always the case in the theory of international"
value proper, as distinguished from the theory of domestic value.
Barone's technique of analysis is invalid, therefore, even if what
is in issue is the gain or loss resulting from the removal of a
single minor import duty, although the results which he obtains
are for most situations probably the same in direction as those
which would be obtainable by more acceptable methods. But
Barone clahned that his conclusions are "manifestly" applicable,
without need of additional qualification, to the case of the re-
moval of an entire tariff. _

"lb/_L 1_ zef_ Bare_ ba_,_.,-, had earlier statedthat his ai-_rams deal
withthe _ _ ia ¢_a,_tig _ W_" (_ p. zm), but
_6mt i_r the mm_e d t_r _com_rs.
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"correcta_ted" d _ the ef_ d dutiesoa pri¢_ and domestic
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Auspitz and Lieben.--Auspitz and Lieben attempt to trace
the gain or loss effects of trade and of the imposition or removal
of single duties by means of graphical constructions, independ-
ently devised by them, which are in some respects intermediate
between the Marshallian domestic-trade diagrams and the
Marshall-Edgeworth foreign-trade diagrams. TM In their diagrams
only a single commodity and money are represented, as in the
Marshallian domestic-trade diagrams, but the vertical axis repre-
sents total amount of money instead of price per unit, and for
each country the demand or supply situation is represented by
two curves. In the case of the exporting country, one of these
curves represents the total amounts of money in return for which
the country would carry its export to the volumes indicated by the
horizontal axis, while the other represent_ the total amounts of
money which the country could accept for the indicated volumes
of export without losing from the trade as a whole. This last
curve, therefore, is a species of indifference curve corresponding
to one of Edgeworth's "no-gain from trade" curves. It is assumed
throughout that the money has constant marginal utility, and the
effects of trade, or of duties, on the amount of gain from trade
are measured by the vertical distances, between the two curves.
The restriction to single commodities makes the Auspitz and
Lieben constructions akin to Barone's as far as the objective
effects of trade and of duties are concerned, and open to the same

ably producesfairly reliableresults, and does seemto me to be superiorto
other methodscommonlyused. The methodwould becomeseriouslyquestion-
able,however,if appliedto trace the effecton priceof a substantialchange in
dutyon a majorcommodityor groupof commodities,sincesomeof the factors
supposedto be remainingunchangedin the _tct_r _t_zt_t_rpoundwouldthen
actuallybe undersmg substantialclamge and these changes would react on
the pri_ of the commo_ty in question. The methodwould be even more
_ i| it _ to serve as a mem_ of measurlngthe amountof gain
_" loss to a comary resultingfrom a tariff change,whether lh¢ change was
a majoror a minorotw..For the ttatm_of the formula,and an accomltof the
literaturerelatingto it, see Henry Schultz,"Correctand incom_ methodsof

*he effectivenessof the tariff," J'm.qmtof/arm tceam/c:, XVII
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objections, but their method of measuring gain, while not satis-
factory because of the assumption of constant marginal utility
of one of the constituent items in the trade, is superior to
Marshall's because of its use of the indifference curve as an
element in the measurement.

This book may appropriately end on a note which has been
repeatedlystruck before. The theory of international trade, at its
best, can provide only presumptions, not demonstrations, as to the
benefit or injury to be expected from a particulardisturbance in
foreign trade, for it deliberately abstracts from some of the con-
siderations which can rationally be taken into account in the
appraisalof policy and it never takes into account all the vari-
ables which it recognizes as significant and within its scope either
becausethey are out of its reach or because to take them all into
account would make the problem too complex for neat solution.
The presumptions which the theory does provide, however, are
important both because neglect of them in the formation of cle-
cisionsas to policy would lead to wrong decisions in many, perhaps
most, cases, and becausethese presumptionsare not likely to be hit
upon except by means of the rather arduous procedures of the
theory of international trade in its more or less traditional form.
Greaterclaims than this have been made for the utility of theory
in the fieldof commercial policy, but their justification must await,
I fear, an advance in power of economic analysis which is not yet
in sight.



Appendix

A NOTE ON THE SCOPE AND METHOD OF
THE THEORY OF INTERNATIONAL TRADE

Since the comparative absence of methodological discussion in
the literature of the theory of international trade is a condition
whose persistence need not, in my opinion, be deplored, this
methodological note is presented in the spirit of Henry Sidgwick's
famous lecture on the futility of lectures. One of the methodologi-
cal criticisms which has occasionally been made against the theory
of international trade is that its exponents have not formulated
an adequate definition of its scope and objectives, so that it fails
to deal with matters properly within its range and perhaps con-
cerns itself with questions which do not fail within its legitimate
boundaries. I find it difficult to conceive what useful purposes
the formal definition of the scope of a discipline can serve, except
the purposes of editors of encycloped_s and administrators of
educational institutions, whose responsibility it may be to prevent
overlapping, to obtain full coverage, and to arbitrate jurisdictional
disputes. No damage is likely to be incurred by economics if
serious consideration of these jurisdictional questions is confined
to those for whom it is an unavoidable oecul_onal responsibility.

It is indeed arguable that energy spent in trying to define the
proper limits of disciplines is often worse than energy wasted,
since preoccupationWithsuch definition often arises from an
imdequatdy suppresmtdesireto confm_ar_lysis to one's own
privateset of Mmmptiomand¢oncept_In theabsenceof precise
detimitationof the scopeof a fieldtherewill, it is true, tend to
be_h _ andm_ _ of _. Ova-

and the curdmla of universitieswith strainedImdgm, an evll
of a _ order. The waste of effort whlch may result from it
is more thffin eomm_elm_d by ¢h¢ mutmd s/iumlation of the
__ wl_ it_ toprov_ _1 bythe.sfe-
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guards which it sets up against degeneration of the individual
disciplines into formal and lifeless academic systems whose orig-
inal organs of contact with the problems of real life and with the
development of thought in other fields have become atrophied
through more or less deliberate disuse. The opposite evil, too
restricted a scope, with consequent neglect of promising areas of
investigation, is a more genuine one, and definition may conceiv-
ably serve to expose its existence and to indicate its specific
nature, but a sample demonstration of how the discipline would
be improved by an extension of its scope would seem to be a
much more effective means of securing such extension. It is surely
reasonabl_ to expect the economist who urges a novel program of
investigation upon his fellows to demonstrate his own faith in
its possibilities and to give some concrete evidence that this faith
is not misplaced by himself executing some portion at least of
his program.

The discussion, however, often turns not on the propriety of
the existing limits of the theory of international trade, but on the
appropriateness of the doctrine's label to its contents. It has been
repeatedly objected that the term "international trade" or "foreign
trade" in the label is misleading, on the ground that the theory
deals with trade between region, c, irrespective of whether or not
these regions are "nations" or "countries." Edgeworth remarked "
that: "International trade meaning in plain English trade between
nations, it is not surprising that the term should mean something
else in political economy. "1 That the theory was not concerned
solely, or was not applicable solely, to trade between sovereign
nations was recognized from the start. The writers, from Hume
on, when expounding some doctrine in this field in terms of trade
between countries would stop to point out that it was applicable
also to trade between regions or provinces within a country.
John Stuart Mill, when asked whether Ricardo was correct in
stating that the same rule which regulates the relative value of
native commodities does not regulate the value of the products of
different countries, replied in the affirmative, but said that he
would substitute "places" for "cotmtrles" in the proposition. =
Bastahle toyed with the idea of substituting "interregional" for
"international," but con_aded that: "'interregional' would prove
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a troublesome word; it is better therefore to adhere to the old

term. ''a Ohlin adopted this "troublesome word," but in giving to
his important book the title "Interregional and International
Trade" he seems to imply that even for him the former term
does not fully embrace the latter.

Finding flaws in labels is much easier than finding patently su-
perior substitutes. If what has gone under the label of the theory
of international trade was simply an investigation of the spatial
aspects of trade, "interregional trade" would be a highly appro-
priate label. It would have the merit that it stressed the main
methodological difference between the theory of domestic (or
"closed economy") trade, as ordinarily formulated, and the
"theory of international trade," namely, the assumption by the
former of a single market without spatial dimensions and the
assumption by the latter of at least two spatially distinct markets,
each without internal spatial dimensions, but with substantial ob-
stacles to the movements of factors of production and, in some
cases, of commodities across the frontiers. But if the theory of
international trade were distinguishable from the theory of domes-
tic trade only by the recognition by the former, and the exclusion
by the latter, of the existence of space in some abstract sense, it
would have been surprising if someone had not long ago offered
a demonstration that the theory of international trade could be
absorbed into the theory of trade in general with gain to the
latter and without loss from the abandonment of the former by

introducing into the equations of the theory of trade in general
additional s (for "space") terms in the manner in which the
complex economic problems arising out of the temporal flux of
phenomena have recently bee_nsolved for us by the introduction
into the equations df general equilibrium theory of magical t (for
"time") terms. Examination of the actual assumptions, explicit
and implicit, of the theory of intonational trade reveals, however,
that the role of "space" in the theory of internationaL1 trade is too
varied and elastic to he adequately disposed of by any such simple
stratagem.

It has been alleged that what differentiates the theory of Lnter-
national trade from domestic-trade theory is soldy the assumption
in the former that there are _ costs for commodities
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or factors and abstraction from transportation costs in the latter.
Objection is then made to the differentiation of the two theories
on the grounds that: there is no such difference in the facts; that
if any differences exist in fact between internal and international
transportation costs the differences are relative rather than abso-

lute; and, finally, that transportation costs are often in fact greater
between regions within a country than between countries. If these
considerations are well-founded and relevant, there would never-
theless still be room for two theories, one abstracting from trans-
portation costs while the other makes them its special concern.
There mould be no point, however, in labeling the latter the
theory of "international" trade, and "interregional" would seem a
highly appropriate substitute. But transportation costs are com-
monly abstracted from in both theories, and while spatial obsta-
cles to movement are a special concern of the theory of inter-
national trade, these spatial obstacles do not, or need not, consist
of transportation costs.

In their rare methodological dicta, the classical exponents of
the theory of international trade explained that they were assum-
ing international immobility and complete internal mobility of the
productive factors. Mobility assumptions were important for part
of their theorizing, but the mobility which they assumed to be
absent internationally was a different kind of mobility from that"
which they assumed to be present internally. What underlay their
analysis was the assumption of international place immobility of
the factors of production, irrespective of occupation, and the
assuraptJon of internal occupational mobility of the factors of
prodt_-tion, irrespective of location, and for a large part of their
analysis only, the former assumption was significant. Much of the
criticism of the mobility assumptions of the classical theory of
international trade as unrealistic is irrelevant because it fails to

note this distinction between types of mobility.
it will be conceded at once that contrast between an interna-

tional irranobility and an internal mobility, if valid at aft, is valid
only as a relative and not as an absolute contrast. But a relative

difference in mobility, provided it is a substantial difference, suf-
fices as a foundation for a separate theory of international trade.
The _ermees in degrees of mobility of the factors of production,
moreover, seem obviously to be great when countries are being
considered and to be minor, or non-existent, or in the reverse
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direction, when neighboring regions within a country are being
considered, if the mobilities being compared are place mobility
betweenareas, on the one hand, and occupational mobility within
areas, on the other.

There is from the entrepreneurs'point of view perfect occupa-
tional mobility of a factor of production within a country if any
desired quantifies of its services can be hired or purchasedby any
industry at the same terms as by any other industry. In the long
run, occupational mobility of "disposable capital" and of natural
resources must approach closely to perfection. Because of occupa-
tional preferences on the part of labor and because of non-
competing occupational labor groups, there appears to be, how-
ever, a substantial departure from perfect occupational mobiiity
of labor, whether from the entrepreneurs' or the laborers'4 point
of view, even in the long rim.

An appropriate criterion of perfect long-rnn international mo-
bility of the factors is the existence of sufficient place mobility to
prevent persistent international differences in their money rates of
return in similar occupations. There is obviously, in this sense of
the term, zero mobility of natural resources: existing immigration
restrictions suffice, today at least, to gcarantee almost zero inter-
rational mobility of labor; but in normal times at least there is a
high mobility of capital and of entreprenetaJal skill. These inter-
national immobilities of labor and natural resources are all that
is needed as a basis for a separate theory of interaa_oaal trade
even if there were perfect international mobility of capital and
imperfect internal occupational mobility of all the factors, al-
though any variation in the mobility as__,mptiomas a matter of
coursemakes necessarya variatkaz of some portion of the analysis
and condmions of file theory.

There are additional reasons why "internatior_al"is a more
appropriate term than "interregional" for the theory of interna-
tional trade, given its traditional raage of interests. In the de-
velopmmt of the monetary aspects of the ttasn-y of the mecha-
nism of in._aal trade,the dassieal economists had generally

'The a_it_ of lal_ _ _ _ _ _ realth= ala'li_of

_ _eeeme,ebm_ ed,R__meeU._ eee_irmut f_. tl,edoc.'_
a/a_m'ae_ realcasts,11 adjr1heliner _ _eel=._,__f_ e_e_ d
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in mind a particulararea, England, partly because it had a single
monetaryand credit system and partly becauseit was for them an
area of special interest. "Conntries" fit these two considerations
much more generally than do regions within a country. In the
analysis of gain from trade, attention was definitely centered
upon particular boundaries, enclosing areas of community of
interest, and these areas were also generally countries or nations.
As Sidgwick remarked: "it is only in the case of foreign trade
that the investigation of the conditions of favorable interchange
excite practical interest; because it is only in this case that there
has ever been a serious question of governmental interference
with a"view of making the interchange more favorable.''6 In
inductive investigations within the field of the theory of inter-
national trade, the unit of investigation has almost invariably
beena "country," partly becausethis was an area of special inter-
est to the investigator, and partly because the concentration of
publicinterest on country units has resulted in a relatively much
greater supply of statistical information for such units than for
"regions." The subsidiary fieldof study of internationaleconomic
policies confines its attention to the obstacles to economic inter°
course, natural, in_itutional, statutory, administrative, which are
associatedwith or correspondto national frontiers: import duties,
immigration restrictions, differences in commercial law and con_
mercialpractices,differences in language, tastes, cu_oms, etc. The
theoryof internation_ trade is therefore to a large extent a genu-
ine theory of trade between nations. Both by design and as an
incidentalby-product, it is also in large part an economic theory
of reoonalism. It is often something in between these two. Ex-
cept for zealots in definition, this flexibility in its boundarieshas
not been a source of difficuPtyor confusion.

Williams has complained, however, that the assumption in the
theory of international trade of international ium,obility of the
faetm_ prevents it from taking into ___t the important eco-
nomiceomequences of the substantial _onal migratkm of
the_tors whichhaveactuallyoemrredthroughoutthe past.s

"J. ]L WEuum,"°riteti_ry d _ t_k _" Fx_
Jo.r_L= (_jap),_ m _ It has_ _ to
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It must be admitted that a theory which always assumes complete
international immobility of the factors would be as inappropriate
by itself for the economic analysis of the effects of migration of
these factors as a theory of trade in general resting on strictly
static azsumptions has proved to be as an instrument for the
analysis of business fluctuations. But this would constitute a valid
criticism of the theory of international trade only if the latter
professed to answer questions relating to the effects of interna-
tional migration of the factors of production. The theory of
international trade has departed sufficiently from its usual ad-
herence to the assumption of international immobility of the fac-
tors of production to provide us with the only body of analysis of
any pretensions relating to the mechanism of transfer of capital.
But with the myriad long-run economic effects of the international
migration of capital, or of labor, the theory of international trade
has not dealt nor pretended to deal. While there is no doubt a
valuable contribution still to be made by the theory of interna-
tional trade in this connection, it seems to me that it is to the

economic theorist, the economic historian, and other specialists,
that we must mainly look for significant results in this field.
Particularly in the fidd of immigration of labor, to whose vast
specialized literature, as far as I lmo_t, no international trade

theorist except Ohlin has made any contribution of consequence,
it would probably sound like passing strange doctrine to the spe-
cialists in the field that they really were encroaching all the time
on the legitimate boundaries of the theory of international trade.
But it may be taken for granted that the specialists in industrial
history or in immigration would welcome with open arms any
genuine contribution to the analysis and solution of their prob-
lems which any spe__'_l_ in international-trade theory has it
within his power to make.

W_liams makes another, and to me a completely novel, criti-
cism of the _ of intematlonal trade, on the ground that, as
a theory of benefits from territorial division of labor, its eondu-

siom contradict its prtmim5 of internal mobility of the faeton.
Trade means national specialization for the world market. "Spe-
dalintim is thus the _ f_ mad the root idea of

imm-aatiotmtrade.But_ is tt_utltim_ of mo_;tity,
intl_ caseof domesticmovmm_of prodmt_ttctorL'_rWhat
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I understand him to mean is that national specialization, by lead-
ing to greater population and greater accumulation of capital
within a country than could be productively employed within that
country if access to foreign markets were cut off, brings into be-
ing (presumably by domestic growth as well as by immigration,
since England is used as an illustration) such great increases in
the amounts of the factors of production that the factors in large
part have no satisfactory alternative to production for export,
would with the cessation of foreign trade have either to starve or
emigrate, and therefore have no internal occupational mobility.
The effects of foreign trade on the amounts and rewards of the
factors postulated by Williams are in kind quite in keeping with
the expectations of the classical writers, though I cannot recall
any instance of forecasts on their part so optimistic in degree. In
default of careful investigation, I have no reason to doubt that
the classical economists in general, and not only John Stuart Mill,
whom Williams cites, overlooked the adverse effect on average
occupational mobility of a great expansion in capital and popula-
tion dependent on foreign trade for their employment. The al-
leged contradiction between the mobility assumptions and the
condusions of the theory of international trade, nevertheless,
seems to me to be spurious. The relevant mobility assumption of
the theory is not that occupational mobility is a consequence of
national specialization, but that it is a prerequisite thereof, which
instead of being a questionable proposition approaches closely to
being a truism. Notwithstanding the passage cited by Williams
from Mill, which seems to deny the possibility that foreign trade
may result in a loss of average occupational mobility by the fac-
tors of production, I feel certain that Mill--or Ricardo, or
Caimes, or Marshall, or Tanssigmwonld gladly have given assent
to the proposition that a country can profitably employ more capital
and can support a larger population at a given standard of living
under trade than with foreign trade _'t off, which seems to be the
gist of Williams's argument.

'_e theo_ of international trade reconsidered," /o¢. c/t. p.
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