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INTRODUCTORY NOTE

HEN Professor Bullock retired from active teaching,
'». » after serving thirty-one years as a member of the De-
partment of Economics in Harvard University, his many former
students and other friends were anxious to show their appreci-
ation of his distinguished contributions to American scholarship
in some appropriate way, and an informal committee was or-
ganized to consider ways and means. After considerable discus-
sion the committee came to the conclusion that nothing would
be so fitting as the publication in book form of the many im-
portant papers which had appeared over his name. So much of
his best work was still scattered through the files of our learned
journals, that such a volume would render double service: it
would not only honor a great scholar but would make valuable
material more conveniently available for his colleagues in the
field. A preliminary survey soon made it obvious that this was
too ambitious a plan—there were so many things which had a
clear claim to being included. It was therefore decided to pub-
lish only a part of the papers and to include a complete bibli-
ography as evidence of the amount and variety of the others.
The problem of selection was of course a difficult one. It was
desirable, on the one hand, to make the volume as representative
as possible of Professor Bullock’s many-sided interests and ac-
tivities, and, on the other, to include those papers which scholars
would find it most helpful to have in this form. This double
criterion entailed many omissions which were serious from one
or the other of these points of view. There was also the puzzling
question of articles and reports of joint authorship, and here a
conservative policy was adopted, only one such item being in-
cluded. The papers finally selected have been grouped under
three heads roughly indicative of the balance of Professor Bul-
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lock’s interests and arranged chronologically under each head.
It is too much to hope that all the decisions will approve them-
selves to those familiar with Professor Bullock’s work, and the
committee begs the indulgence of those readers who miss some
well-remembered item.

The editors have considered their task a happy privilege and
join the committee in thanking the guarantors whose prompt
and generous response made the volume possible and the sev-
eral publishers who kindly permitted republication of the

papers.
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DIRECT AND INDIRECT TAXES
IN ECONOMIC LITERATURE'
I

HE distinction between direct and indirect taxes seems to
have originated in relatively modern times. In classical
antiquity no trace of such a distinction can be discovered, while
in medizval and modern Europe the terms are first found in a
work written during the last half of the sixteenth century.’
The Greeks, like all other peoples, had various words that
meant impost or tax; but no trace can be found of any usage
that resembles our expressions direct and indirect taxes.” The
most common word for a tax, téhos, was used at Athens for all
the ordinary imposts,* some of which we should call direct,
such as the personal tax upon the metics, while others would
now be styled indirect, as the customs and market duties. A
second word, ¢6pos, denoted primarily tribute from subject
states.” The Athenians generally would not use this word for
their own taxes.” In place of this hated term they often used

! Reprinted from Political Science Quarterly, Vol. XIIT (1898), pp 442-476
Reproduced by generous permission of the publishers.

?On the history of these terms see Roscher, Finanzwissenschaft, Sec. 37, note 4
(Stuttgart, 1886) ; Neumann, Die Steuer, pp. 417 et seq. (Leipzig, 1887); also in
Jahrbuch fur Gesetzgebung, Verwaltung und Volkswirthschaft, Vol. VI, pp. 955
et seq.; Handworterbuch der Staatswissenschaften, Vol. VI, pp. 96 et seq. (Jena,
1800-95) ; Forstemann, Die direkten und indirekten Steuern (Nordhausen, 1868).

8 Cf. Forstemann, pp. 1, 2.

* Gilbert, Handbuch der griechischen Staatsalterthiimer, Vol. I, p. 331 (Leipzig,
1881), says: “Die Hauptquelle der ordentlichen direkten Einnahmen bildeten die
€A, eine Bezeichnung, welche die Zélle und Steuern umfasst.” Plato, Laws, viii,
11 [847], uses téhog for export or import duties, as follows: TéAog 8¢ év t{j WoAAeL
undévo. undev tekeiv unte Eayopuévav xonudrwv pnte eloayopévov. Aristotle,
Politics, v, 11, uses 1 €lo@oQa T®vV TEA®V for taxes in general.

® Gilbert, Vol. I, pp. 303, 304. See Thucydides, i, 96: xal ‘EAAnvotapio téte
nodTov 'Adnvaiog natéotn agyn, ol £déxovio TOV @bgov. ottm yip
dvopdodn 1@V xonudrwv 7 @ogd.

®Yet Demosthenes, Against Aristogeiton, i, 21 [776, 9]: @égovra TNV Tig
cwelug Qoeav mhen Tf) maTEidt.
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euphemistically the word sivta§is.” But the common word for
the extraordinary property tax at Athens was eigpopd.® This
impost was levied reluctantly, and usually for war purposes
solely. Thus it appears that the only distinction between these
various words is that téhog was the common word for the ordi-
nary taxes, g6pos generally meant tribute and eisgope denoted
the extraordinary property tax.

In Roman usage the case is similar.” Vectigal was originally
used to denote all dues and imposts gathered from lands or
domains in the possession of the state: that is, tithes from
cultivators of public lands, port dues, etc. Thus it was con-
trasted with tributum civium Romanorum, the property tax
collected from the possessions of citizens.'® Gradually the term
vectigal broadened until it became the common word for a tax
of any sort."* The tributum civium Romanorum, or tributum,
was originally the extraordinary property tax levied upon Ro-
man citizens.’? Then in the provinces the ¢ributum soli, or land
tax, and tributum capitis, or poll tax, were imposed as the prin-
cipal taxes.’* When Diocletian extended the provincial ¢ributum
to the lands of Italy, tributum came to mean strictly the im-
perial land tax.* Yet the word was sometimes used for other
taxes besides those enumerated above.'® The absence of any
single term for expressing the difference in the incidence of

"See Harpocration, oivrakig. Also Demosthenes, On the Crown, 234 [305, 16
and 17]: xenubtwv 8¢ olviaEw elg névie xol tettagdxovia tdhavra. Cf.
Demosthenes, On the Peace, 13 [60, 11].

®See Gilbert, Vol. I, pp. 345 et seq. Thucydides, iii, 19, says: avvoi
doeveyndvreg 16te medtov dogoQav Swonbore TdAovra. See Xenophon,
Oeconomicus, ii, 6.

* Cf. Forstemann, p. 2.

' Marquardt, Romische Staatsverwaltung, Vol. II, pp. 155, 156 (Leipzig, 1876).

"Thus we may mention the tax on sales, wvectigal rerum venalium. See
Marquardt, Vol. II, p. 269. Cicero uses the term for the land tax. De Lege Agraria,
i, 21, 57: “agro pergrande vectigal imponitur’; also Brutus, 36, 136: “agrum
publicum vitiosa et inutili lege vectigali levavit.”

“ Marquardt, Vol. II, p. 157. For original references see Livy, xxiii, 31, 1,
and 48, 8.

» Marquardt, Vol. 11, pp. 178, 179, 191 et seq.

" Ibid., pp. 217 et seq.

® Thus Pliny, Panegyricus, 37, says of the inheritance tax: “vicesima reperta
est, tributum tolerabile.”
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direct and indirect taxes is well shown in the familiar passage
in which Tacitus describes the effects of the remission of the old
tax, formerly paid by the purchaser, of four per cent upon sales
of slaves. Tacitus shows that the remission was merely nominal;
since at that time the seller was taxed, and the tax formed part
of the price which had to be paid by the buyer.'

In the literature of the Middle Ages we cannot expect to find
contributions to the doctrine of taxation. For a large part of
this period there was a dearth of writings upon economic sub-
jects. Then the schoolmen began to discuss such matters as
fair price and usury, but had very little to say upon financial
subjects.’” The few other writers of the thirteenth and four-
teenth centuries whose works possess anything of financial
interest merely touched upon questions of public expenditures,
the management of domains, the farming of taxes and the like.
In point of fact, financial problems were as yet seldom of suffi-
cient importance to attract much attention from scholars.'®

In the fifteenth and sixteenth centuries, in Italy, and espe-
cially at Florence, such writers as Ghetti, Carafa, Savonarola,
Guicciardini, Matteo Palmieri and others discussed financial
topics more thoroughly.” But it was in France that the germ
of the distinction between direct and indirect taxes was first
developed. Jean Bodin,” in 1576, used the words, “payer les

" Tacitus, Annals, 13, 31: “Vectigal quoque quintae et vicesimae venalium
mancipiorum rvemissum, specie magis quam vi, quia cum wvenditor pendere
juberetur, in partem pretii emptoribus accrescebat.”

¥ Upon the schoolmen in general, see Cossa, Introduction to the Study of
Political Economy, pp. 138-148 (London, 1893); Roscher, Geschichte der Natio-
nalékonomie in Deutschland, pp. 1-31 (Miinchen, 1874); Ricca-Salerno, Storia
delle dottrine finanziarie in Italia, pp. 38 et seq. (Palermo, 1896). St. Thomas
Aquinas may represent the views of the scholastics on taxes. See Baumann, Die
Staatslehre des Thomas von Aquino, pp. 97-99 (Leipzig, 1873); Jourdain, Phi-
losophie de Saint Thomas d’Aquin, Vol. I, pp. 429, 430 (Paris, 1858) ; Palgrave,
Dictionary of Political Economy, Vol. I, p. 49 (London, 1894) ; Littlejohn, The
Political Theory of the Schoolmen, pp. 184, 185 (New York, 1896); Brants,
Esquisse des théories économiques professées par les écrivains des XIII™® et
XIV™e siecles (Louvain, 1893).

® Cossa, pp. 148-150; Ricca-Salerno, pp. 44-57.

* Cossa, pp. 156-160; Ricca-Salerno, pp. 47-54, 57-82.
(Miimpelgart, 1592); into English by Richard Knolles (London, 1606); into
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tailles et autres imposts directement ou indirectement.” It was,
however, merely an incidental expression, applicable to nearly
all taxes, which Bodin never thought of making the basis for a
classification. This is apparent from his classification of public
revenues, as follows: (1) from domains; (2) from confisca-
tions; (3) from gifts; (4) from tributes; (5) from trade; (6)
from tolls and customs, which he regards as paid by foreigners;
(7) from taxes upon subjects. This seventh branch of revenue
is again subdivided into: (1) extraordinary; (2) ordinary; (3)
casual.”’ Although Bodin’s work had a very great influence in
Europe, his casual use of the phrase “to pay taxes directly or
indirectly” made little or no impression upon subsequent writ-
ers, most of whom did not adopt it.

Giovanni Botero,”* writing under the influence of Bodin’s
ideas, does not make use of this suggestion. He divides public
revenues into extraordinary and ordinary. The former arise
from escheats, fines, confiscations, etc.; while the latter are
derived from the products of the soil or of human industry.
These ordinary revenues may be either immediate or mediate,
the first division including incomes derived from the lands of
the prince, the second comprising incomes derived from sub-
jects. Christoph Besold* favored what modern writers would
call indirect taxes, holding that they are paid more easily than
direct imposts; but he does not seem to utilize the suggestion
of Bodin. The same is true of Antoine de Montchétien,** who,
however, discussed taxation merely incidentally. But the case

Latin (1586), as well as into other languages. On the character and influence of
this work see H. Hallam, Introduction to the Literature of Europe, Vol. II, pp.
204-230 (London, 1837). Roscher, Forstemann and Neumann have been unable to
trace the expression further back than this work.

* See bk. vi, ch. ii. Cf. Hallam, Literature of Europe, Vol. II, pp. 226, 227.
Hallam is mistaken in thinking that Bodin grouped excises with customs, and
included only modern “direct taxes” under the seventh head.

® Della Ragione di stato (Venice, 1589). Cf. Ricca-Salerno, pp. 133, 134.

» Discursus de aerario politico (Tiibingen, 1620). Cf. Roscher, Geschichte der
Nationalékonomie in Deutschland, pp. 195-205.

*Traicté de 'économie politique (1615). Edited by Funck-Brentano (Paris,
1889).
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is different with a number of other writers. Keckerman,® in
1607, wrote that indirect taxes are those which a state receives
through artifices that it tolerates—as, for instance, public lot-
teries. Such authors as Lather, Faust and Klock,*® in whose
work the influence of Bodin may be seen, speak of payments
“per obliquum et indirectum.”*

Yet it is certain that, until the time of Physiocrats, these
vague expressions suggested to no one a new basis for a scien-
tific classification of taxes;*® while some writers did not use
them at all. Thus Pufendorff,* who discussed taxes and argued
that such imposts as customs duties are paid more readily since
they are concealed in the prices of commodities, gives us no
classification, and does not use the terms directly and indirectly.
On the other hand, Seckendorff* wrote:

... When taxes are not paid to the government immediately out of
the purse of every subject, but a certain penny or share of the price
is levied upon liquor, meat, salt, grain and similar objects of com-
mon use.

But such terms are not found in Broggia,* who formulated

an elaborate plan for a system of taxes, composed of (1) a land

» Systema disciplinae politicae (1607). Cf. Roscher, Finanzwissenschaft, Sec.
37, note 4.

* Lather, De censu, tractatus nomico-politicus (Frankfurt, 1618); Faust,
Consilia pro aerario (Frankfurt, 1641); Klock, Tractatus nomico-politicus de
contributionibus (Niirnberg, 1634), Tractatus de aerario (Niirnberg, 1651). See
Roscher, Geschichte der Nationalokonomie in Deutschland, pp. 165-167, 207-218.

# This statement is made upon the authority of Neumann, Die Steuer, p. 418.
Of the works mentioned the writer has been able to secure only Klock’s Tractatus
de contributionibus.

*In Germany, at least, such a classification would have been hindered, at that
time, by the fact that various terms were applied to the different kinds of taxes,
and no single word was used comprehensively to denote all forms of public
imposts. Up to the close of the eighteenth century the word “Steuer” meant what
we would now call a direct tax, Cf. Neumann, pp. 419, 420; Forstemann,
pp. 3, 4.

* De jure naturae et gentium (1672). Translated into English by B. Kennett
(London, 1%29). Bk. vii, ch. iv, Sec. 7; bk. viii, ch. v, Secs. 4-6. Cf. Roscher,
Geschichte der Nationalokonomie, pp. 316-318.

* Teutscher Fiirstenstaat (Frankfurt, 1656), part iii, ch. viii, Sec. 3. Cf. Roscher,
Geschichte der Nationalokonomie, p. 251.

" Trattato dei tributi (Naples, 1743). Contained in Scrittori classici Ttaliani,
edited by Custodi, Vol. IV (Milan, 1804). See chs. ii, iv.
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tax, (2) a tax on manufactured articles and upon fixed incomes,
(3) imposts upon internal consumption and (4) customs du-
ties;** nor are they used by Pascoli and Bandini.** A similar
expression,** however, occurs in the following passage from
Montesquieu:* “L’imp6t par téte est plus naturel a la servi-
tude; I'impdt sur les marchandises est plus naturel a la liberté,
parce qu’il se rapporte d’'une maniére moins directe a la per-
sonne.” But, as Forstemann® has noticed, this seems to refer
rather to differences in the legal relations of the taxpayers to
the state in the two cases.*” In any event, no idea concerning
the shifting of taxes influenced Montesquieu’s classification of
imposts, which was: (1) taxes on persons; (2) taxes on land;
(3) taxes on commodities.*®

II

This brings us to the Physiocrats, who first formulated a
scientific classification of taxes as direct and indirect, and gave
these terms a definite place in economic terminology. The
founder of the school, Frangois Quesnay, developed the famil-
iar Physiocratic doctrine of taxation in 1758. Holding that all
imposts ultimately fall upon the “produit net” of the earth, he
declared that taxes can be most cheaply and easily collected
directly from the land. Therefore he called all taxes indirect
except that upon land, and advocated “limpit unique et direct”
upon the net product of the soil.”” It is not necessary to follow

¥ Cf. Ricca-Salerno, pp. 228-234.

® L. Pascoli, Testamento politico (Perugia, 1733). Cf. Ricca-Salerno, pp. 217-
222. S. Bandini, Discorso economico (1737, published at Florence, 1775).

* Neumann, p. 419, quotes from Boisguillebert and Vauban such passages as
“passer immédiatement de la main du peuple en celle du roi,” etc. See Bois-
guillebert, Detail de la France (1695); Factum de la France (1706). Edited by
E. Daire (Paris, 1851), pp. 237, 238, 266. But these expressions seem to refer to
the costs of collection, as is apparent from the expression used on p. 238.

* L’esprit des lois (Geneva, 1748), bk. xiii, ch. xiv.

¥ 0p. ct., p. 7.

In the same chapter Montesquieu explains that taxes on commodities are
advanced by the merchant but really paid by the purchaser. He does not use
the words directly or indirectly in this connection.

* Lesprit des lois, bk. xiii, ch. vii.

® The works of Quesnay in question are: Tableau économique (1758); Second
probléme économique (1767). These are contained in E. Daire’s Physiocrates
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this distinction of direct and indirect taxes through the works
of all of the Physiocrats.*® Turgot, however, may be mentioned
briefly. He differed in some points from the other members of
the school, although he held to their central doctrines. His use
of the distinction between direct and indirect taxes is not always
uniform. Sometimes he says that all taxes fall directly or
indirectly upon the proprietors of land, and seems to regard the
land tax as the only direct tax.*’ But elsewhere he says that
there are three possible forms of taxes: (1) direct upon land;
(2) direct upon persons; (3) indirect upon consumption.**
Here he seems to have in mind the idea, suggested by Bodin,
_ that some taxes are paid immediately or directly, while others
are paid by other persons than the one who first advances the
tax. With this notion he combines the classification of taxes
formulated by Montesquieu. But he proceeds to discuss direct
taxes*’ at some length, and explains that taxes on persons, so
far as they fall upon any kind of income except that derived
from land, are really indirect imposts. Thus his position is not
inconsistent with the doctrines of Quesnay.

Various circumstances contributed to stimulate the discus-
sion, started by the Physiocrats, concerning the relative merits
of direct and indirect taxation. In the Constituent Assembly
such questions were debated, and Physiocratic ideas exercised
a demonstrable influence, especially in the reform of the land
tax.** In January, 1790, an instruction, issued by the Assembly,
defined a direct tax as follows:

(Paris, 1846) and Oncken’s (Euvres de F. Quesnay (Paris, 1888). The passages
referred to may be found on pp. 61, 83, 127-143 of Daire’s edition and on pp
312, 332, 696-718 of Oncken’s edition. Cf. Henry Higgs, The Physiocrats, pp.
43, 44 (London, 1897).

“The most important citations are: Mirabeau, Théorie de 1'impét (1760);
Dupont de Nemours, Origine et progres d'une science nouvelle (1767); Mercier
de la Riviére, L'ordre naturel et essentiel des sociétés politiques (1767). See
Daire’s Physiocrates, pp. 351-358, 474-524.

“* Buvres de Turgot, Vol. I, pp. 409, 416, edited by E. Daire (zd ed., Paris,
1844).

“1Ibid., Vol. 1, p. 304. ®1bid., Vol. 1, p. 306.

“See R. Stourm, Les Finances de I'ancien régime et de la revolution, Vol. I,
PP. 136-143, 205-302 (Paris, 1885).
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Toute imposition fonciére ou personelle, c’est-a-dire assise directe-
ment sur les fonds de terre ou assise directement sur les personnes,
qui se léve par voies du cadastre ou des roles de cotisations, et qui
passe immédiatement du contribuable cotisé au percepteur. . . %

This definition resembles the one formulated by Turgot, but
contains an additional element—namely, the reference to the
cadastres, or assessment rolls, by which direct taxes may be
levied. This suggested an administrative basis for classifying
direct and indirect taxes, which has been much favored by sub-
sequent French economists and has become fixed in French
public law.*® The same idea was further developed in the Code
des Contributions of 1811.*" Direct taxes were there declared to
be those raised “par des rdles o les contribuables sont nomina-
tivement cotisés” ; while indirect were those collected “en vertu
des tarifs, sans dénomination de personnes.” The terms intro-
duced by the Physiocrats lived on after their doctrines of taxa-
tion had been rejected.

Of French writers on economic science, Canard‘® may have
been the first to formulate a new basis for the distinction of
direct and indirect taxes, after Physiocratic doctrines had failed
to gain acceptance. He held a tax to be direct when it reached
the sources of an individual’s income, as the income from land
or from industry; while taxes collected from consumers, or
from merchandise on the way to consumers, were indirect. A
few years later J. B. Say*® made a similar distinction, defining
direct taxes as those demanded from an individual’s real or
supposed income, while indirect are demanded on each act of
consumption of certain specified objects. In 1808 Montyon®’

“M. Block, Dictionnaire de 'administration frangaise, p. 636 (2d ed., Paris,
188“1)6‘}. the present classification in “L’instruction gemerale” Say, Dictionnaire
d’économie politique, Vol. II, p. 25 (Paris, 1892).

“ Handworterbuch der Staatswissenschaften, Vol. VI, p. 97 (Jena, 1894);
Neumann, p. 431.

“ Principes d’économie politique, p. 154 (Paris, 1801).
ls‘:'")I‘raitc' d’économie politique (1803). 1st Amer. ed., Vol. II, p. 268 (Boston,

I J'. B. R. A. Montyon, Quelle influence ont les diverses esptces d’'impdts?

(Paris, 1808). Contained in Mélanges d’économie politique, Vol. II, pp. 365-496
(Paris, 1848).
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offered a similar definition, and the phrases direct and indirect
taxes may then be said to have found a place in French eco-
nomic terminology.

Through the influence of the Physiocrats the distinction of
direct and indirect taxes came into general use in Italy, Eng-
land and Germany. It is found in the writings of the Italian
economist, Gaetano Filangieri,”® who accepted many of the
Physiocratic doctrines. He formally classified taxes as direct
and indirect, and favored the single tax. Yet the terms were not
used by Beccaria,’* who discussed taxation incidentally, or by
Verri.*® The last-named writer treated at length the shifting of
.taxation, holding that taxes tend to diffuse themselves among
all citizens in proportion to consumption. Occasionally he
speaks of taxes falling “immediately” upon subjects, but he
does not classify taxes as direct and indirect. Giuseppe Palmi-
eri,* however, borrowed these terms from the Physiocrats, al-
though he did not accept their doctrine that the single tax on
land was the only proper form of taxation. Galanti,”® who pre-
ferred the land tax to other imposts, but not as the only form
of taxation, used the distinction; and the same is true of Di
Gennaro,”® who accepted the entire doctrine of the Physiocrats
on this subject. The distinction occurs also in a work published
at Naples in 1792.°" After this date the terms direct and indirect
taxes may be regarded as well established in Italian economic
literature,” although the general rejection of the Physiocratic

' Delle lezgi politiche ed economiche (1780). Reprinted in Economisti classici,
edited by Custodi (Milan, 1804). See pp. 324-358.

** Elementi di economia pubblica (1769). Reprinted by Custodi (Milan, 1804)
See Vol. I, pp. 21, 22, 278, 270, 285.

*® Meditazioni sulla economia politica (1771). Reprinted by Custodi (Milan,
1804). See chs. xxx, xxxi.

® Riflessioni sulla pubblica felicitd (1788). Reprinted by Custodi (Milan, 1805).
See Vol. I, pp. 212, 213; Vol. II, pp. 149, 150.

® Discrizione delle stato antico ed attuale del Contado di Molise (Naples,
1781). Quoted by Fornari, Delle teorie economiche nelle provincie Napolitane,
p. 413 (Milan, 1888).

® Piano per la riforma dei titoli dei legislazione relativi al tributo (Naples,
1792). Quoted by Fornari, Delle teorie economiche, p. 409.

" Esame critico delle due anonime operette. See Ricca-Salerno, p. 435.

® Thus they are used by Azzariti-Stella, in De mali e rimedi politici (Naples,
1806). See Fornari, Delle teorie economiche, p. §73.
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doctrines had left no scientific basis for such a distinction. In
1813 Cagnazzi, the popularizer of Smith and Say, classified
taxes as direct and indirect, in a manner which suggests the
definitions formulated by Canard and Say. He called those
taxes direct which are levied in proportion to income, and fall
directly upon some source of wealth, such as land and industry;
while he considered indirect taxes to be those which are levied
upon the circulation or consumption of wealth.”

In Germany, Quesnay had a number of followers who advo-
cated his doctrine of taxation.’® Naturally writers of such tend-
encies used the terms direct and indirect taxes. Schlettwein
may be cited as one of these.’* But some economists, who did
not accept the tenets of the Physiocratic school, made no use of
this distinction: Lith, von Thiele and Fischer are cases in
point.?* J. H. von Justi, in a work® written prior to the publica-
tion of Quesnay’s Tableau Economique, spoke of taxes being
paid “mittelbarer Weise,” an expression which we have met in
the works of earlier writers. Yet Justi never conceived of this as
a basis for the classification of taxes. He applied the expression
even to the shifting of the land tax, which he considered pos-
sible. In subsequent works"* Justi refutes the theory of the
single tax, and does not adopt the terminology of the Physio-
crats; while he continues to classify taxes as (1) taxes on
immovables, (2) taxes on persons, (3) taxes on business.

Other writers, however, adopted the language of the Physio-
crats, even when rejecting their doctrines. Thus Pfeiffer, who

® L. Cagnazzi, Elementi di economia politica (Naples, 1813). Cf. Ricca-
Salerno, p. 462; Fornari, Delle teorie economiche, pp. 579, 580.

% On Physiocratic influence in Germany, see Roscher, Geschichte der National-
6konomie in Deutschland, pp. 480-500; Higgs, The Physiocrats, ch. v; Jahrbiicher
fir Nationalokonomie und Statistik, Vol. XIX, pp. 1-63 (Jena, 1872).

* For a list of the works of Schlettwein, see Handwéorterbuch der Staatswissen-
schaften, Vol. V, pp. 576-578. In particular see Schlettwein’s Grundfeste der
Staaten, p. 615 (Giessen, 1778).

¢ J. W. Lith, Abhandlung von denen Steuern (Ulm, 1766); C. G. von Thiele,
Nachricht der mirkischen Contributions- und Landessteuerverfassung (2d ed.,
Halle, 1768); F. C. J. Fischer, Lehrbegriff simmtlicher Kameral- und Polizei-
rechte von Deutschland (Frankfurt, 1784-86).

% Staatswirthschaft (1755); 2d ed. (Leipzig, 1758), Vol. I, pp. 345-355.

* Politische und Finanzschriften (Kopenhagen und Leipzig, 1761); System des
Finanzwesens (Halle, 1766).
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attacked Schlettwein as the representative of the French school,
used such expressions as “direkte Auflagen,” “direkt und indi-
rekt besteuert,)”’ etc.’® Sonnenfels, also, when rejecting the single
tax and attacking the treatment accorded by the Physiocrats to
indirect taxes, uses continually the expressions “mittelbare
Abgaben,” “unmittelbare Gewerbsteuer,” etc.** With these Ger-
man writers we may group Bielfeld, who incidentally uses the
words direct and indirect when treating of taxes.®” Finally, J. J.
Moser wrote that a certain tax was paid “per indirectum,”*®
while J. G. Hunger contrasted direct taxes with taxes on trade
and consumption.®®

Such discussions served to fix the words direct and indirect
taxation in German economic terminology. Beguelin employed
these terms in 1797.”° Borowski used them, but with reference
to Physiocratic discussions.”" They occur in Bosse’s Grundziige
der Finanzwissenschaft, published in 1804.”* Kroncke™ dis-
cussed the various meanings of these terms. Schlozer used the
words in a different sense. He divided taxes into “mittelbare”
and “unmittelbare.”’™ The former he defined as taxes that fall
upon the productive forces, gross income or production. Indirect
taxes, in this view, would be those that fall upon consumption.
Schlozer was a thorough student of Adam Smith’s writings, and
was acquainted with the works of Canard.” This last circum-
stance suggests that Schlézer’s distinction was based upon that
formulated by the French writer. In 1808 Eschenmayer wrote

% J. F. von Pfeiffer, Der Anti-physiokrat, pp 212, 360, 361 (Frankfurt, 1780).

% Grundsitze der Polizei, Handlung, und Finanzwissenschaft (1763); 3d ed.
(Vienna, 1777), Vol. 111, pp. 269-272, 300-302, 3009-311, 342, 343.

" Le B. de Bielfeld, Institutions politiques (La Haye, 1760). See part i, ch. xii.

® Landeshoheit in Steuersachen (Frankfurt und Leipzig, 1773), p. 686.

® Hunger wrote : “Diese Handels- und Consumptionsabgaben waren bei Weitem
nicht so driickend als jene direkten Steuern.””—Kurze Geschichte der Abgaben,
ch. xi (Dresden, 1783). Cf. Neumann, p. 423.

F. W. von Beguelin, Historisch-Kritische Darstellung der Accise- und Zoll-
verfassung (Berlin, 1797).

" G. H. Borowski, Abriss des praktischen Kameral- und Finanzwesens (2d ed.,
Berlin, 1799). Quoted in Forstemann, p. 23.

* Cf. Neumann, p. 421, note.

™ Das Steuerwesen (Darmstadt, 1804). Cf. Neumann, p. 424.

™ C. von Schldzer, Staatswirthschaft (1805). Quoted by Neumann, p. 417.

™ See Roscher, Geschichte der Nationalokonomie in Deutschland, pp. 795, 796.
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that taxes may be divided into direct and indirect, according as
they are raised mediately or immediately from the taxpayers.”™
Also Theodor Schmalz, “the last Physiocrat,” insisted that the
terms direct and indirect had no meaning, when applied to
taxes, except in the Physiocratic sense.”” In this year, finally,
the words found their way into Prussian public law,”® and their
use in German economic literature may be regarded as estab-
lished.

In England the terms direct and indirect taxes came into use
at a late day, and gained acceptance but slowly. Bodin’s Six
Books of the Republic, with its allusion to taxes paid “directly
or indirectly,” was translated into English in 1606, and was
read widely.” Montesquieu, who used a similar expression, was
studied by such economists as Hume and Adam Smith. Yet the
terms did not come into use from the influence of these French
writers. German authors, moreover, were much less known in
England, except as their works were accessible in Latin edi-
tions.”” Probably the minor political writers and cameralists
were never read. Pufendorff, who was well known through the
Latin and English editions of his Law of Nature and Nations,
does not use the terms direct and indirect. German influence
may, therefore, safely be left out of our account.

In England discussions of the subject of taxation are old.*
We may begin with Thomas Hobbes,** who treated of justice in
taxation, favoring taxes on expenditure, but did not attempt

“D. H Eschenmayer, Vorschlag zu einem einfachen Steuer-Systeme, p. 12
(Heidelberg, 1808).

" Handbuch der Staatswirthschaft, Sec. 410 (Berlin, 1808). Cf. Cohn, Finanz-
wissenschaft, p. 441 (Stuttgart, 1889) ; Roscher, Geschichte der Nationalokonomie,
pp. 408-500.

™ See Forstemann, p. 8.

™ English translation by Richard Knolles (London, 1606). Cf. Hallam, Intro-
duction to Literature of FEurope, Vol. II, pp. 204, 205.

® This is well shown in Adam Smith’s library, which contained works in Latin,
Greek, Italian and French, but no German works, except in Latin editions. See
J Bonar, Catalogue of the Library of Adam Smith, pp. 57, 92, 102, 110 (London,
1804).

* See Ricca-Salerno, pp. 172-185.

¥ De cive (1642); Leviathan (1651). (English Works of Thomas Hobbes.
Edited by W. Molesworth. London, 1839). See Vol. II, p. 174; Vol. III, pp.
333, 334; Vol. 1V, pp. 216, 217.
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any classification of imposts or use the terms direct and indi-
rect. Sir William Petty, also, favored taxes on consumption.
Holding that a land tax could be shifted only in part upon con-
sumers of raw produce, he desired an excise on all consump-
tion.** While he does not classify taxes as direct and indirect,
he speaks, in one of his works, of taxes paid “insensibly and
indirectly.”® This is apparently the only case in which any
English writer, prior to the time of Adam Smith, used any such
expression. Thomas Mun, who devoted one chapter of his
principal work® to the subject of public revenues, does not
classify taxes or use the words direct and indirect. John Locke
discussed taxation incidentally. Holding that all taxes “for the
most part terminate upon land,” he says it is vain for the land-
owner to desire taxes laid upon commodities, because, “though
he pays not this tax immediately out of his own purse,” he will
ultimately bear the burden of such excise taxes®® Charles
D’Avenant, who accepted Locke’s theory that all taxes are in
the last resort a charge upon land, does not use the words direct
and indirect.®

In the eighteenth century, discussions of the relative merits
of a single land tax, a general excise system or a single excise
upon houses, etc., continued; while the bitter controversies
over Walpole’s excise scheme of 1733 gave the question great
practical interest.*® Prominent among the writers of this period
were Vanderlint, who, following Locke, favored a single tax

% Treatise on Taxes and Contributions (1662).

% Verbum Sapienti, Appendix to Political Anatomy of Ireland (London,
1691). The Verbum Sapienti was written in 1665. All editions have “insensibly
and directly.” Petty’s manuscript shows this to be an error. For this fact T am
indebted to Prof. C. H. Hull, who explains the matter in his forthcoming edition
of the Economic Works of Sir William Petty.

% England’s Treasure by Forraign Trade (1664). (Edited by W. J. Ashley.
New York, 1895.) See ch. xvi.

* Considerations of the Lowering of Interest and Raising the Value of Money
(1601). See Works of John Locke, Vol. V, p. 55 (11th ed., London, 1812).

¥ Ways and Means of Supplying the War (London, 1695); Discourses on the
Public Revenues and Trade of England (London, 1698). See Political and Com-
mercial Works of Charles D’Avenant (London, 1771).

® See Palgrave, Dictionary of Political Economy, Vol. I, p. 788, for Walpole's

scheme. On the entire controversy see Ricca-Salerno, pp. 197-210; Seligman,
Shifting and Incidence of Taxation, pp. 12-27 (Baltimore, 1892).
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upon land,* and Sir Matthew Decker,” who desired a single
excise upon houses. But this controversy did not result in the
development, in English economic literature, of the distinction
between direct and indirect taxes.

The immediate predecessors of Adam Smith now claim atten-
tion. David Hume®' classified taxes as (1) upon consumption,
(2) upon possessions, (3) arbitrary imposts; and did not use
the terms direct and indirect. Malachy Postlethwayt, in his
Dictionary of Commerce,” merely echoed Hume, and made the
same classification. In another work® he spoke of “our Taxes
laid directly upon Trade, or in any other intermediate Shape.”
But this does not seem to be similar to the technical use of the
terms direct and indirect. Moreover, Postlethwayt made no
classification of taxes upon this basis. Sir James Steuart devoted
two hundred pages of his Principles of Political Economy® to
the subject of taxation. He offered the following classification:
(1) taxes on alienation, or proportional taxes, as customs, excise
and stamp duties; (2) taxes on possession, or arbitrary and
cumulative taxes, as poll, window, land taxes, etc.; (3) per-
sonal taxes, or “those exacted in service,” as the road tax and
militia duty. Steuart says that proportional taxes form parts of
the prices of commodities, and are paid by the buyer. Taxes
of the second class are intended to affect possessors in such a
way that the taxes cannot be shifted.”® Here he touches upon the
very circumstance that forms a basis for a formal distinction

* J. Vanderlint, Money Answers all Things (London, 1734). Cf. Seligman,
0p. cit., p. 22.

% Serious Considerations on the Several High Duties (1743). Cf. Seligman,
op. cit., pp. 17, 18; Palgrave, Dictionary of Political Economy, Vol. I, p. 519. The
writer has been unable to secure a copy of this work. Decker also wrote Essay
on the Cause of the Decline of the Foreign Trade (1744). This is contained in
McCulloch’s Select Collection of Scarce and Valuable Tracts on Commerce (Lon-
don, 1859). In this later publication the terms direct and indirect do not occur.

% Essay on Taxes (1752). See Essays, Moral, Political, and Literary, by David
Hume, Vol. I, p. 358 (London, 1882).

® Universal Dictionary of Trade and Commerce, Vol. II, p. 785 (London,
1755).

® Great Britain’s True System, p. 307 (London, 1757).

™ Inquiry into the Principles of Political Economy (1767). Cf. Works of Sir
James Steuart (London, 180s).

* Ibid., Vol. 1V, pp. 173-175.
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between direct and indirect taxes but does not use those terms.
On the contrary, he uses the words directly and indirectly in a
non-technical sense that is opposed to any such scientific dis-
tinction.” Finally, it should be noted that J. Cunningham, in
the two works in which he discussed taxation, did not use the
terms direct or indirect and did not classify taxes.’”

To Adam Smith, or, more properly, to the influence of the
Physiocrats upon Adam Smith, is due the use in England of
the terms direct and indirect taxes. Although Smith was familiar
with the works of Bodin and Montesquieu,”® he had not, as late
as 1763, adopted such expressions. In his lectures of that year

_he made the following classification: (1) taxes upon consump-
tion; (2) taxes upon possessions, as land, stock, money.”” Here
the terms direct and indirect do not occur. In February, 1764,
Smith started upon his journey to France, where he remained
two years and a half. There he became acquainted with Turgot
and other Physiocrats, and attended the meetings of the sect.'*
Although he rejected their doctrines of taxation, and could not
have classified taxes as they did, he nevertheless retained the
words direct and indirect taxes, using them in his most famous
work. An examination of the passages in the Wealth of Nations,
where these terms occur, leads to the following results:

(1) Smith did not formally classify taxes as direct and in-
direct. The classification adopted by him is: (@) taxes on rent;
(b) taxes on profits; (c¢) taxes on wages; (d) taxes which fall
indifferently upon all three kinds of revenues. In this last class
he placed, first, capitation taxes and, second, taxes on expendi-
ture.'*

* Inquiry into the Principles of Political Economy, Vol. 1V, p. 318. Here
Steuart speaks of the impossibility of the land tax being shifted ‘“directly,” and
considers whether it may be shifted “indirectly.”

9" Essay on Trade and Commerce, Containing Observations on Taxes (London,
1770). This contains the substance of an earlier work on taxes.

% See Bonar, Catalogue of the Library of Adam Smith, pp. 14, 70. Bielfeld’s
Institutions politiques was also in Smith’s library. See Catalogue, p. 13.

® Lectures on Justice, Police, Revenue, and Arms, p. 239. (Edited by E. Can-
nan. Oxford, 1896).

' John Rae, Life of Adam Smith, pp. 174, 202, 215, 216 (London, 1895).

" Wealth of Nations. Edited by J. E. T. Rogers, Vol. I1, pp. 413, 414 (2d ed.,
Oxford, 1880).
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(2) The terms direct and indirect, as used by Smith, did not
refer to the incidence of taxes. He applied the term direct to
taxes upon the profits of stock and upon the wages of common
labor, all of which, he held, are regularly shifted.'*

(3) The distinction which Smith commonly had in mind
seems to have been based upon the methods followed in the
assessment of taxes. This will be evident from the following
passages. He speaks of stock “taxed directly,” “in proportion
to the whole profit.”’** Again, he says that transfers of immov-
able property may be taxed directly, but that transfers of
movables can be taxed only indirectly, either by stamp duties
on legal instruments or by requiring a registration of such trans-
actions and imposing duties upon registration.’”* In all these
cases he considers taxes direct when they are assessed accord-
ing to revenue or property. When Smith first uses the word
indirect, he says: “The state, not knowing how to tax, directly
and proportionably, the revenue of its subjects, endeavors to
tax it indirectly by taxing their expense.”'*® He therefore con-
siders indirect taxes to be those which are assessed in propor-
tion to expense. In accordance with this distinction, he speaks,
in other places,'* of direct taxes upon salaries of public officials;
while he calls capitation taxes on “the lower ranks of people”
direct taxes upon the wages of labor; and considers taxes upon
interest and rent to be levied directly.

(4) But Smith suggested, in one passage,'’" another idea
which was to be used by subsequent writers in defining direct
and indirect taxes. He said that capitation taxes and taxes upon
consumable commodities are imposts “which it is intended
should fall indifferently upon every different species of rev-
enue.” The intention of the legislator was to play an important
part in subsequent definitions.

% See Ibid., Vol. II, pp. 440, 441, 460, 463, 466.
* Ibid., Vol. 11, p. 440.

" Ibid., Vol. 11, p. 453.

% Ibid., Vol. II, p. 466.

' Ibid., Vol. I1, pp. 441, 442, 463, 466.

Y Ibid., Vol 11, p. 463.
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Even after these suggestions by Smith, the words direct and
indirect taxes were slow in making their way into general use.
Thomas Mortimer, who had published, in 1772, his Elements of
Commerce, Politics and Finance, did not employ these terms in
the second edition, which appeared in 1780. The same is true
of Sinclair in the various editions of his work upon the Public
Revenue.'”®* The words do not occur in the Enquiry into the
Principles of Taxation, published anonymously, at Dublin, in
1791, although the incidence of taxes upon consumption is here
discussed at some length. There were at that time, moreover, no
settled meanings for such words as duties, excises, etc. The law
of 1799, establishing Pitt’s income tax, is entitled an act ‘“grant-
" ing certain duties upon income.”*** Similar terms are used in
subsequent income tax acts,’'® and in the Annual Register for
1803.'*

The slowness of the process by which the distinction between
direct and indirect taxes gained general acceptance is shown in
the various editions of the Encyclopedia Britannica. The first
edition, published at Edinburgh in 1771, contained merely a
brief treatment of the subject of taxation. The second and third
editions, published in 1778 and 1797, show no trace of the
influence of Smith’s views. But the fourth edition, published in
1810, contains an article, nearly twelve pages in length, by
Hugh Murray. Taxes are classified as follows: (1) assessed
taxes,"'* “those which the subject is required to pay directly
into the hands of the sovereign or commonwealth,” e.g. income,
capitalization and property taxes; (2) taxes upon commaodities,
which “‘are paid, in the first instance, not by the consumer, but
by the producer, or importer,” and ‘“fall upon consumption.”

In 1804 W. Frend"® applied the term indirect taxation to

' J. Sinclair, History of the Public Revenue (Dublin, 1785; 3d ed., 1803).

39 George III, c. 13.

43 George III, c. 122.

" Annual Register, 1803, p. 633 (London, 1803).

2 This term has no reference to the “assessed taxes” of the English tax acts.
Murray considers the latter as merely one kind of the assessed taxes of his general
classification.

' Principles of Taxation, p. 49 (London, 1804).
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customs and excise duties. Ten years later John Craig''* form-
ally defined direct and indirect taxes in such a way as to suggest
the influence of Murray’s article in the Encyclopedia. Craig
said that direct taxes are “paid without recourse on others”;
while indirect taxes “affect the enjoyments of persons altogether
different from those by whom the money is originally ad-
vanced.” Yet Ricardo, writing in 1817, did not formally clas-
sify taxes as direct and indirect. Although he sometimes made
use of these terms, it seems to be impossible to reconcile the
various passages of Ricardo’s writings in which such words
occur with any one definition of direct and indirect taxes.''® In
1821 James Mill''® reverted to the usage of Adam Smith and
spoke of ‘“the direct mode of deriving a revenue” from rent,
profits and wages, and of “the expedients . . . for deriving it
from them indirectly.” Thus Mill called taxes on rent, profits
and wages direct; while he regarded taxes on commodities, etc.,
as indirect. From that time we may regard the distinction of
direct and indirect taxes as established in English usage.

III

Without further consideration of the chronological details of
its development, we may proceed to classify and examine criti-
cally the different views advanced concerning this distinction
between direct and indirect taxes. Forstemann and Neumann
have recognized three classes of definitions, exclusive of the
Physiocratic usage;''" but it seems impossible to reduce the
divisions to so small a number, if all shades of opinion are to
be included. In the following pages no attention has been paid
to the long obsolete Physiocratic discussion. The reader will
notice, also, that the names of some writers appear in more than

" Elements of Political Science, Vol. I1I, p. 12 (Edinburgh, 1814).

8 See Principles of Political Economy and Taxation (1817) in McCulloch’s
edition of Works of Ricardo (London, 1886). See pp. 93-95, 119, 123, I4I, 142,
144, 145. For example, on p. 141 Ricardo says that a rich consumer would pay
a tax directly if it “were laid on income, on wine or on any other luxury.”

¢ Elements of Political Economy (1821). See p. 241 (2d ed., London, 1824).

" Forstemann, p. 9; Neumann, pp. 425, 426.
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one of the groups. This is because some economists have ex-
pressed different opinions in their various works, or have
attempted to base upon several characteristics their definitions
of direct and indirect taxes.

(1) The first of our groups of definitions is the oldest and
the most familiar of all. Direct taxes are said to be those which
are collected, in the first instance, from the persons who are to
bear them, while indirect taxes are those which are collected
from persons who shift the burden upon others. This distinction
is an elaboration of the idea contained in the old expression, “to
pay taxes directly or indirectly,” and was first developed by the
Physiocrats into a scientific classification of taxes. When the
doctrines of the French school were finally overthrown, the
terms direct and indirect remained in use,'’® and were employed
by writers who believed that other taxes besides the tax upon
the income from land were finally borne by the payer upon
whom they were first placed. With tlie further development of
the theory of the shifting of taxation, the classification of taxes
as direct and indirect, according to their final incidence, re-
mained a favorite one with students of finance.’®

Such a classification seems to be logically clear and con-

"8 In Germany, in 1808, Theodor Schmalz, “the last Physiocrat,” insisted that
these expressions had no meaning apart from the Physiocratic doctrine of taxa-
tion.—Quoted by Cohn, Finanzwissenschaft, p. 441.

"D, H. Eschenmayer, Vorschlag zu einem einfachen Steuer-Systeme, p. 12
(Heidelberg, 1808); B. F. B. Weber, Lehrbuch der politischen Oekonomie, Vol. 11
(Breslau, 1813), quoted by Forstemann, pp. 21, 22; J. Craig, Elements of Political
Science, Vol. 111, p. 12 (Edinburgh, 1814) ; L. H. von Jakob, Staatsfinanzwissen-
schaft, Vol. I, p. 420 (Halle, 1821); W. Phillips, Manual of Political Economy,
p. 276 (Boston, 1828); J. Schon, Grundsitze der Finanz, p. 86 (Breslau, 1832);
H. Passy, “Imp6t,” in Dictionnaire de I'’économie politique, Vol. I, p. go1 (Paris,
1852); R. E. Thompson, Social Science and National Economy, pp. 193, 194
(Philadelphia, 1875); H. Fawcett, Manual of Political Economy, p. 547 (sth ed.,
London, 1876); J. E. T. Rogers, Manual of Political Economy, chs. xxi, xxii
(Oxford, 1876); J. L. Laughlin, Elements of Political Economy, p. 273 (New
York, 1887); K. Umpfenbach, Lehrbuch der Finanzwissenschaft, p. 195 (2d ed.,
Stuttgart, 1887); C. Gide, Principles of Political Economy, p. 563 (Amer. trans.,
Boston, 1892). M. H. Baudrillart, Manuel d’économie politique, p. sor (4th ed.,
Paris, 1878), combines this classification, to some extent, with the administrative
classification discussed in the next group. W. Roscher, Finanzwissenschaft, p. 155,
is inclined to follow this definition.
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sistent. Moreover, it is based upon a most important economic
fact. If our actual taxes could be classified with certainty as
direct and indirect, the definition would prove most useful. But,
unfortunately, it was soon apparent that difficulties must arise
at just this point. Von Jakob pointed out, in 1821, that a wine
tax might be direct, if collected from the consumer, and indi-
rect, if collected from tradesmen or producers. The same is true,
of course, of import duties. When consumers import goods
directly, without resorting to middlemen, customs duties may
be collected from the persons who finally bear them. But, more
than this, the facts of incidence are often uncertain or varying.
A house tax is surely direct, if the owner is also the occupier;
but it may be shifted from the owner upon a tenant, especially
if it is an exclusive tax. Such considerations long ago made it
apparent that many taxes could not with scientific accuracy be
assigned a definite place, in a classification based upon the
actual facts of incidence.

A realization of this difficulty led to a modification in this
definition of direct and indirect taxes: the supposition or inten-
tion of the taxing authorities was substituted for the actual facts
of incidence. John Stuart Mill may represent the advocates of
such a modification. He wrote:

A direct tax is one which is demanded from the very persons who,
it is intended or desired, should pay it. Indirect taxes are those which
are demanded from one person in the expectation and intention that
he shall indemnify himself at the expense of another. . . .

Such definitions as this have during the last forty years gained
wide acceptance.'®

* E. Baumstark, Kameralistische Encyclopidie, Sec. 487 (Heidelberg, 1835) ;
K. S. Zacharii, Abhandlungen aus dem Gebiete der Staatswirthschaftslehre, p. 29
(Heidelberg, 1835); J. S. Mill, Principles of Political Economy, bk. v, ch. iii, Sec.
1 (London, 1848); K. H. Rau, Grundsitze der Finanzwissenschaft, Vol. I, pp. 441,
442 (sth ed., Leipzig, 1864); C. J. Bergius, Grundsitze der Finanzwissenschaft,
pp. 263, 264 (Berlin, 1865) ; A. Walker, Science of Wealth, p. 312 (Boston, 1866) ;
F. Bowen, American Political Economy, p. 436 (New York, 1870); A. L. Perry,
Elements of Political Economy, p. 585 (New York, 1878); P. Leroy-Beaulieu,
Traité de la science des finances, Vol. I, pp. 225, 226 (4th ed., Paris, 1888); H.

Denis, L'impét, pp. 136, 137 (Brussels, 1889); J. A. R. Helferich, in Schonberg’s
Handbuch der politischen Oekonomie, Vol. ITI, pp. 155, 156 (3d ed., Tiibingen,



DIRECT AND INDIRECT TAXES 21

But this formulation of the distinction between direct and
indirect taxes is open to criticism. It is urged correctly that the
intention of the legislator is “too uncertain an element for the
characterization of a scientific conception.”’** It is asked
whether Congress intended to burden the producer or the con-
sumer by the tax formerly imposed on bottles of patent medi-
cine, and for whose benefit the tax was repealed. We must
concede that the legislator often has considered not at all the
incidence of taxes, but merely the easiest or quickest way of
raising money. Moreover, it is certain that tax laws do not
always operate in accordance with the expectations or intentions
of the legislator. While Wagner'** is right in claiming that the
intention of the legislator has been an important element in
shaping reforms in modern tax systems, it is true that the un-
certainties of this classification are so great as to leave it no
strict scientific validity.

This definition, accordingly, has been subjected to a second
modification. Admitting that direct taxes are occasionally shift-
ed from the people whom they are supposed to burden upon
persons whom they are not assumed to reach, and conceding that
our knowledge of the facts of incidence is sometimes insufficient
to enable us to be certain that direct taxes will stay where they
are first placed, it is claimed, nevertheless, that we may retain
with advantage the distinction based upon the incidence of
taxation. Thus Bastable writes:

Whether a duty is assessed directly on the ultimate bearer or is
passed through various intermediaries before reaching him, may not

be capable of being precisely determined in all cases. There are no
hard and fast lines in fact, and the instances on the margin may be

1897); J. S. Nicholson, Principles of Political Economy, Vol. I, p. 214 (New
York and London, 1893); K. T. Eheberg, Finanzwissenschaft, p. 150 (4th ed,,
Leipzig, 1895). Perhaps we should include here S. Newcomb, Principles of
Political Economy, pp. 484, 485 (New York, 1885). J. Garnier, Traité de
finances, pp. 47, 48 (4th ed., Paris, 1833), combines, in part, this distinction with
the administrative classification mentioned in the second group.

R, T. Ely, Taxation in American States and Cities, p. 67 (New York, 1888).
See also Neumann, pp. 485 et seq.

' Finanzwissenschaft, Vol. II, pp. 244, 245 (2d ed., Leipzig, 1890).
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numerous, but if we take the terms, not as giving a complete classifica-
tion of taxes, but as marking the presence or absence of a certain
characteristic, they may be employed with advantage, but rather
to suggest reasons for discrimination than to definitely settle results.'?®
This is to admit that actual imposts can not be fitted into our
distinction with absolute scientific accuracy. But there may still
remain a justification for using the terms in this sense, to denote
large groups of taxes that possess normally, in a large majority
of cases, the same important characteristics. No error or con-
fusion can arise, if care is taken to note all possible exceptional
cases. Wagner well says:

In the most important practical cases this is not disputed. Income
taxes, property taxes, direct taxes on luxuries, many taxes on trans-
actions and inheritance taxes are demanded and formulated because
we believe that we can assume, as a rule, that they finally fall on the
payer and therefore are direct. Customs duties and internal excise
duties are demanded and formulated in a given manner because we
presuppose that they do not finally fall upon the actual payer, except
in so far as he is also the consumer, but are shifted by him . . . upon
the consumer.'**

(2) The second group of definitions may be designated the
administrative classification. According to it, direct taxes are
those levied at stated periods by means of assessment rolls of
names; while indirect are levied only under certain circum-
stances or situations, and by means of tariffs or schedules of
charges.

The earliest suggestion of such a classification is probably
found in an instruction issued by the French Constituent As-
sembly in January, 1790. This defined a direct tax as follows:
“Toute imposition . . . qui se léve par les voies du cadastre ou
des roles de cotisations.”'* This was practically repeated in the
Code des Contributions'*® in 1811. French financial practice has

18 Bastable, Public Finance, p. 326 (2d ed., London and New York, 1895).
See also T. E. Cliffe Leslie, Essay on Financial Reform, Cobden Club Essays,
Second Series, p. 188 (London, 1872). '

* Wagner, Finanzwissenschaft, Vol. II, p. 244.

** Handworterbuch der Staatswissenschaften, Vol. VI, p. 97.

 Neumann, p. 431.
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retained a similar classification down to the present day,'*
while German administrative terminology has sometimes been
influenced by the same idea.'”® Among economists, a number of
French and German writers have followed this distinction,’*®
and in France it has been used rather more often than any other.

This distinction is primarily of administrative importance.
Its usefulness for economic purposes has never been demon-
strated, as Block and Courcelle-Seneuil have admitted. The
mode of administration is clearly an external matter that has
little or nothing to do with the intrinsic nature and economic
effects of tax systems. We may therefore reject this distinction
as useless for purposes of economic investigation.

Moreover, it can be shown that the administrative definition
leads to a grouping of taxes that is positively harmful for
economic purposes. On this basis, taxes upon successions and
gifts must be classified, with customs and excise duties, as indi-
rect taxes. This is actually done in the administrative nomen-
clature of Prussia, Bavaria and Baden."®® Little reflection is
necessary to show the unfortunate results that must arise from
grouping together taxes which differ so diametrically in their
purpose, as well as in their economic effects.

Again, it may be noted, certain taxes do not always accommo-

" See M. Block, Dictionnaire de I'administration franqaise, p. 1087 (2d ed,
Paris, 1881); .. Say, Dictionnaire d’économie politique, Vol. 11, p. 25 (Paris,
1891).

® Neumann, pp. 434-436; Handworterbuch der Staatswissenschaften, Vol
VI, p. 97.

?1,. F. Wiederhold, Wissenschaft der indirekten Steuern (Marburg, 1820),
quoted by Neumann, p. 438; F. G. Schimmelpfennig, Die preussischen direkten
Steuern (1831), quoted by Neumann, p. 439; F. J. Schmitthenner, Grundlinien
des allgemeinen Staatsrechtes (Giessen, 1843, 1845), quoted by Neumann, p. 439;
K. F. Dieterici, Ergebnisse der Verwaltung (1849), quoted by Neumann, p. 440;
M. H. Baudrillart, Manuel d’économie politique, p. sor (4th ed., Paris, 1878);
E. de Parieu, Traité des impdts, Vol. I, p. 10 (Paris, 1866); J. G. Courcelle-
Seneuil, Traité d'économie politique, Vol. I, p. 452 (2d ed., Paris, 1867); J.
Garnier, Traité de finances, pp. 47, 48 (4th ed., Paris, 1883); M. Block, Progres
de la science économique depuis Adam Smith, p. 415 (Paris, 1890); P. Cauwes,
Cours d’économie politique, Vol. IV, p. 203 (3d ed., Paris, 1893).

™ See Wagner, in Schonberg’s Handbuch der politischen Oekonomie, Vol. 11T,
p. 169; Neumann, p. 435; Wagner, Finanzwissenschaft, Vol. IT, p. 241.
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date themselves to the administrative classification. Von Hock**
has urged that some duties on consumption, which according to
this definition are indirect taxes, may be paid by composition,
and may therefore become direct in the administrative sense.
Such cases are exceptional, and it may be claimed that the
definition need consider only the conditions that prevail in a
majority of cases. This may be conceded, as it was in the first
classification of direct and indirect taxes; but it remains true
that all actual taxes cannot be fitted into the administrative
definition with perfect scientific accuracy.

A final point demands consideration. Baudrillart’** and Gar-
nier**® have attempted to combine, in some measure, the admin-
istrative classification with the one based on the incidence of
taxes. Such a procedure is manifestly impossible. Taxes upon
inheritances or gifts are certainly direct, within the meaning of
the first definition; while they are surely indirect, according to
the criteria established by the administrative classification. In
the case of these taxes the two definitions do not correspond at
all, and they should not be combined.

(3) The third classification relates to the nature of the ob-
jects taxed—of the things which are made the bases of assess-
ments. A. de Foville has stated it as follows:

A direct tax reaches in the payer taxable elements which are of
a durable, constant and continuous character, such as existence,
possession or profession. To exist, to possess, to carry on trade or
industry, these are permanent facts. . . . Indirect taxes do not reach
qualities or possessions, but circumstances, particular or intermittent
facts.!®*

In 1811 F. J. H. von Soden defined direct taxes as those
which reach an object, and indirect as casual imposts which
depend upon circumstances or events, In 1829 J. G. Hoffmann

31 Die offentlichen Abgaben und Schulden, p. 89 (Stuttgart, 1863). Wagner,
Finanzwissenschaft, Vol. TI, pp. 241, 242, has presented other difficulties of a
similar sort.

2 Manuel d’économie politique, p. sor.

" Traité de finances, pp. 47, 48.
™ Quoted by R. Stourm, Systémes généraux d'impéts, p. 281 (Paris, 1893).
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wrote that direct taxes reach something that is, while indirect
reach something that happens. In Germany, Murhard and Neu-
mann, and in France, Parieu, de Foville and Stourm, have
favored similar definitions,'*

This distinction seems logically clear and admissible. But
it is based upon criteria which, when applied to the facts of
economic life, enable us to distinguish, in most cases, differences
in degree of permanence only, not differences in the nature of
the objects taxed. For this reason the practical application of
the definition is not so easy as it might appear at first thought.
Thus, production is considered to be a permanent or continuous
fact, when taxes are classified upon the basis of this distinction.
But it seems clear that a man’s general activities in consumption
constitute a fact of equal permanence, and that a general excise
on consumption must be a direct tax within the meaning of the
definition. Again, the systematic importation of raw materials
from a foreign country seems to be a permanent and continuous
part of the conduct of many productive enterprises. Why, then,
are we not obliged to classify customs duties upon such mate-
rials as direct? Are they not imposed upon elements that are as
permanent or continuous as the products, or net produce, upon
which product taxes (Ertragssteuern) are levied?

The writers who favor this distinction consider that the use
of a person’s property or faculties in economic production is a
fact of a permanent nature, and call taxes direct when they are
levied on income or business.’*® It would seem that all taxes
levied on producers as such, or upon goods regularly turned out
by producers, must be considered direct, if this definition is to
be consistently applied. This would necessitate the classifica-
tion of excise taxes as direct when they are levied upon pro-

™ E J. H. von Soden, Die Staatsfinanzwissenschaft, p. 283 (Leipzig, 1811);
J. G. Hoffmann, in Preussische Staatszeitung, Nr. 304, 1820; also in Nachlass
kleiner Schriften, pp. 461-471 (Berlin, 184%); K. Murhard, Theorie und Politik
der Besteuerung, pp. 170-173 (G&ttingen, 1834) ; E. de Parieu, Traité des impbts,
Vol. I, p. 118 (2d ed., Paris, 1866) ; Neumann, ch. x; R. Stourm, in Dictionnaire
d’économie politique, Vol. TI, p. 26.

* See Neumann, pp. 426-446.
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ducers, as is the case with duties on beer, spirits and tobacco
in the United States.

The adoption of this definition has never led to results that
can be considered important for the investigation of economic
questions. Further than this, it seems obvious that a grouping
of taxes according to the criteria here suggested leads to un-
usual and even harmful consequences. By this method of clas-
sification we are compelled to call many customs and excise
duties direct, while taxes upon inheritances and gifts must be
considered indirect. Such a grouping under a common name of
taxes whose economic effects are so diverse cannot conduce to
scientific insight.

Some economists, as Stourm and Neumann, have sought to
combine this third classification with the second, or administra-
tive, definition of direct and indirect taxes. They hold that taxes
on permanent facts are collected by means of periodical assess-
ments and rolls of names, while taxes on intermittent facts are
levied by tariffs of charges. This combination of the two defini-
tions is inadmissible. Excise taxes levied upon producers, or
upon commodities as they are produced, are imposed upon
relatively stable and permanent facts, as has been shown. Such
duties must be called direct, in the sense of the third definition.
But in their collection tariffs of charges, not assessment rolls,
may be employed; so that they must be considered indirect in
the administrative classification. The same is true of such cus-
toms duties as strike regular and continuous importations.

(4) According to a fourth definition, direct taxes fall upon
possession and indirect reach consumption. This classification
considers the objects upon which taxes are levied—that is,
things possessed or things consumed—and does not refer to the
sources of taxation. It has been adopted by a number of econo-
mists in various countries.’

F. J. H. von Soden, Die Nationalskonomie, Vol. II1, p. 155 (Leipzig, 1805~
1808) ; F. C. Fulda, Handbuch der Finanzwissenschaft, Sec. 154 (Tiibingen,
1827); J. G. Hoffmann, Lehre von den Steuern, pp. 69-73 (Berlin, 1840); W.

Roscher, Grundriss der Staatswissenschaften, p. 1o1r (1843); M. von Prittwitz,
Theorie der Steuern und Zolle, p. 176 (Stuttgart, 1842); F. Wayland, Elements
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This distinction may be assailed upon logical grounds. Pos-
session and consumption, things possessed and things consumed,
are not logical opposites. Our possessions include both capital
goods, used in the process of production, and durable consump-
tion goods, such as dwelling houses, furniture, clothing, car-
riages, etc. These durable consumption goods are not to be
distinguished from food or fuel, except in respect of the length
of time required to destroy or consume the satisfactions which
they can afford. No scientific distinction can be based upon the
criteria offered by this definition.

The objection just raised is fatal to such a classification, but
it may also be pointed out that the definition is not sufficiently
inclusive. In this grouping poll taxes can find no place. They
are imposed upon persons as persons, not upon either posses-
sion or consumption as such. They may be paid by sacrificing
property or by retrenching in one’s consumption, but not nec-
essarily in either way. Moreover, this definition considers, not
the source whence arise the resources for paying the tax, but
merely the objects upon which imposts are levied. The same
difficulty occurs with inheritance taxes, which fall not upon
property as such, but upon particular transfers of property.
Similarly, taxes on sales occasion trouble. They are imposed
upon acts, not upon property or consumption as such.

Some of these difficulties have been met by changing slightly
the basis of the definition. Thus Soden, Levasseur and Cauwes
include persons with property as the objects upon which direct
taxes fall. Such a procedure may provide a place for poll taxes,
but it does not obviate the difficulties that arise from the fact
that possession and consumption are not logically opposite

of Political Economy, p. 391 (4th ed, Boston, 1851); E. Levasseur, Précis
d’économie politique, p. 345 (Paris, 1883). E. Peshine Smith implies a similar
distinction in his Manual of Political Economy, p. 265 (Philadelphia, 1853). E.
Sax, Grundlegung der theoretischen Staatswirthschaft, p. 544 (Vienna, 1887), is
perhaps to be classified with this group of writers, in spite of the pains he has
taken to make his ideas appear so involved as to differentiate him from other
economists. Finally, P. Cauweés brings this distinction into his definition of direct
and indirect taxes: see his Cours d’économie politique, Vol. IV, p. 293 (3d ed,,
Paris, 1893).
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terms. The same is true of Fulda’s attempt to include income
with possession as the basis of direct taxation.

Sometimes the word actions has been substituted for con-
sumption, as in the cases of Soden, Hoffmann, Roscher, Pritt-
witz and Levasseur. Probably this has been done in order to
make a place for taxes on sales, gifts, inheritances and various
imposts on transactions. This change makes the definition more
inclusive, but does not remedy the original logical difficulty. As
applied to consumption, actions cannot be the logical opposite
of possessions. My actions in acquiring and using a dwelling
house differ from my actions in acquiring and using fuel only in
respect of the length of time over which the use may extend.
However this definition may be amended, it seems absolutely
untenable.

(5)The fifth group of distinctions is based upon the opposi-
tion between production and consumption. Taxes which reach
production are held to be direct, and imposts upon consumption
are called indirect. Such a definition was partially formulated
by Schlozer, in 1805, and has been adopted by several later
economists.**®

This distinction seems to be founded upon ideas that are
logical opposites, but it cannot be made inclusive of all taxes.
Poll taxes do not fall primarily upon production or consump-
tion. Taxes on inheritances and gifts cannot, by any use of
these terms, be brought under such a classification. Other diffi-
culties arise when it is attempted to classify certain important
kinds of imposts. Taxes on property that is not used in produc-
tion certainly fall upon consumption goods. Hence, upon this
basis, indirect taxes must include taxes upon dwelling houses,
furniture, etc.—a result that is highly unusual and unfortunate.
Taxes upon transfers must cause further trouble. These may be

B C. von Schlozer, Staatswirthschaft, p. 167 (180s5), quoted by Neumann,
p. 417; J. B. Montyon, Quelle influence ont les diverses espéces d’imp6ts? (Paris,
1808), contained in Mélanges d’économie politique, Vol. II, pp. 365-496 (Paris,
1848); J. F. E. Lotz, Handbuch der Staatswirthschaftslehre, Vol. III, p. 176 (Er-
langen, 1821); T. C. Banfield, The Organization of Industry, p. 136 (London,
1848); P. De Luca, La Scienza delle finanze (Naples, 1858). See Ricca-Salerno,

PPp- 548, 540.
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collected either from producers or consumers. While they may
ultimately tend to burden the consumer, this definition does not
allow us to consider the facts of incidence and to classify such
imposts as taxes on consumption. Again, it is impossible to
determine where taxes on checks or bills of exchange should
be placed. These may be paid by producers or consumers in the
first instance, and we are not allowed to consider their final
incidence. It is clear, therefore, that the fifth definition offers
no certain or useful classification of taxes.

(6) The sixth method of classification contrasts income and
expenditure. It groups taxes that fall upon income under the
head of direct taxes and applies the term indirect to imposts that
fall upon consumption. This definition is found in the writings
of Canard and Say, as well as in recent works upon finance.'
This grouping of taxes is somewhat similar to that based upon
the opposition between production and consumption; but it is
more inclusive, since it makes a place for taxes on inheritances,
gifts and all possible forms of acquisition. Perhaps even poll
taxes may be considered as uniform taxes upon income. More-
over, this classification seems to be based upon criteria that are
clearly logical opposites. Nevertheless, it is open to criticism in
some directions.

First, it may be shown that some taxes fall, now upon income,
now upon expenditure. Taxes upon checks and bills of exchange
may certainly lead to such results. The same is true of many
other taxes on transactions. Excise taxes, when collected from
producers, fall primarily upon the acquisition of income. Such

™ N. F. Canard, Principes d’économie politique, p 154 (Paris, 1801); J. B.
Say, Political Economy, Vol. I1, p. 268 (1st Amer. ed , Boston, 1821); L. Cagnaz-
zi, Elementi di economia politica (Naples, 1813) ; see Ricca-Salerno, pp. 461, 462.
C. A. von Malchus, Handbuch der Finanzwissenschaft, Vol. I, p. 168 (Stuttgart,
1830) ; F. Lieber, in Encyclopedia Americana, Vol. XII, p. 155 (Philadelphia,
1832) ; C. Rusconi, Prolegomeni della economia politica (Turin, 1852) ; see Ricca-
Salerno, p. 538. Perhaps, also, we should place in this group of writers, J. Mill,
Elements of Political Economy, p. 241 (2d ed., London, 1824); J. R. McCulloch,
The Principles of Taxation, Vol. I (London, 1845). L. von Stein holds that direct
taxes fall upon net income, while indirect are imposed upon expenditure.
Then he adds, as a third kind of impost, the general income tax.—Lehrbuch
der Finanzwissenschaft, Vol. II, p. 499 (sth ed., Leipzig, 1885).
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imposts may regularly be shifted upon consumers and may be
called taxes on consumption. But this definition does not allow
for the ultimate incidence of taxation; and, if this should be
attempted, would lead to most singular consequences. There-
fore, some excise taxes must be considered direct in this classifi-
cation.

In the second place, the definition provides no satisfactory
place for taxes on durable consumers’ goods. If these are not
a source of income, then imposts levied upon them must be
considered as indirect; and thus taxes on houses and many other
forms of property become indirect taxes—a result not contem-
plated or desired by the advocates of this definition. It may be
argued, however, that such goods are a relatively permanent
investment from which the owner draws part of his annual in-
come, in the form of satisfactions derived from the use of such
consumers’ goods. But such a claim does not entirely remedy
the difficulty. House taxes may be collected from occupiers in
all cases, and many of the occupiers may be tenants. Such taxes,
therefore, fall primarily upon the tenant’s expenditure and must
be considered indirect. In this case we are prevented by the
definition from considering the question of final incidence; but,
if this should be regarded, we know that house taxes often fall
upon tenants—regularly so, in fact, if the taxes are exclusive and
not parts of a general property tax. There seem to be sufficiently
strong reasons, therefore, for rejecting as useless, if not mis-
leading, this sixth definition of direct and indirect taxes.

(7) A seventh definition has been developed, perhaps out of
ideas suggested by the last classification. It has been held that
direct taxes reach ascertained ability to bear public burdens and
therefore strike wealth in its immediate manifestations, while
indirect taxes are based upon the mere presumption of such
ability and touch wealth in its secondary manifestations. In the
first case, the ability is ascertained directly; in the second case,
indirectly and by inference from some external sign. Persons,
property and income are considered the immediate manifesta-
tions of wealth, while transfers of property and acts of consump-
tion are the mediate manifestations. Perhaps a suggestion of
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such a definition is found in the following words of Adam Smith:
“The state, not knowing how to tax, directly and proportion-
ably, the revenue of its subjects, endeavors to tax it indirectly
by taxing their expense.”'*’ Possibly one of Say’s works has
influenced somewhat the more recent writers who have devel-
oped this distinction.'*!

Such a definition seems logically clear and unassailable, but
its scientific value must depend upon the ease with which actual
taxes fit into the classification and upon the results obtained
by a rigorous adherence to the criteria established for our
guidance. Here objections arise at the very start. The various
manifestations of wealth upon which taxes are assessed cannot
be sharply divided into mediate and immediate. The possession
of a funded income may be a more immediate manifestation of
wealth than the purchase of common food and fuel, but in many
instances the line cannot be so readily drawn.

Let us consider a few such cases. Is the possession of a dwell-
ing house a more immediate manifestation of wealth than the
purchase and use of such luxuries as velvets, diamonds or cham-
pagne? Is not such a transfer of property as is involved in
inheritances or gifts an immediate manifestation of ability to
pay taxes? Yet, in this definition, it is proposed to consider taxes
on transfers as indirect. Is the ownership of property always a
source of income and an immediate manifestation of ability?
Clearly not, for men may be ‘‘land poor’’ and many investments
may prove unproductive. In cases like these a property tax is

" Wealth of Nations (Rogers’s ed ), Vol. 11, p. 466.

7. B. Say, Cours complet d’économie politique, Vol. III, p. 401 (ed. by H.
Say, Paris, 1852); J. J. Clamageran, Histoire de 'imp&t en France, Vol. I, pp.
xiv, xv (Paris, 1867) ; Forstemann, op. cit., pp. 12, 13; K. Knies, Lectures, quoted
by R. T. Ely, Taxation in American States and Cities, p. 67; L. Cossa, Taxation,
p. 66 (Amer. ed., New York, 1888); A. Roncali, Corso elementare, pp. 238, 239
(Parma, 1887). A. Schiffle distinguishes between direct and indirect methods of
reaching a person's ability to pay taxes. According to him, direct taxes are
assessed according to the measure of a person’s average or general ability—that
is, the size of a person’s income; while indirect taxes reach facts connected with
the processes of consumption or acquisition that indicate special or individualized
ability. It is hard to see how this definition differs materially from those included
in this class. At any rate, Schiffle classifies actual taxes in the same manner
as Cossa and the other economists of this seventh group, calling taxes on inherit-
ances, gifts, etc., indirect. See Die Steuern, Vol. I, pp. 58-73 (Leipzig, 1895).
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levied upon the presumption that the possession of such property
is a source of income. It seems impossible to call all possessions
immediate manifestations of wealth or ability and to consider
all transfers and consumption as mediate manifestations. Again,
the advocates of this classification propose to consider the poll
tax as direct, since they regard a person’s existence as an imme-
diate manifestation of ability. Here they do not adhere rigor-
ously to the criteria established by their own definition. The
uniform poll tax has been gradually discarded by civilized
peoples, precisely because it does not regard differences in
ability to bear public burdens. In its assessment the government
does not consider manifestations of wealth, but proceeds on the
assumption that the mere fact of existence implies ability to pay.
Enough considerations have been adduced to show the impos-
sibility of constructing a consistent and useful classification of
taxes upon this basis.

(8) An eighth definition is based upon the old idea that
imposts upon consumption are paid voluntarily, since they form
part of the prices of commodities that citizens are free to pur-
chase or to refrain from purchasing. Such a distinction between
direct and indirect taxes was made as early as 1787.'*

Criticisms of this distinction need be directed only at the
alleged voluntary nature of indirect taxes, such as impost or
excise duties and taxes upon transactions. Mill has shown that
this notion is erroneous, and Leroy-Beaulieu has given it the
coup de grdce.** Taxes on salt, sugar and staple articles of
clothing cannot be altogether avoided by a retrenchment of
one’s consumption. In so far as the use of these articles is dimin-
ished, the imposition of the tax compels the citizen to sacrifice

“?F. W. von Ulmenstein, Von Steuern und Abgaben, p. 161 (Erlangen, 1794);
sec Roscher, Finanzwissenschaft, p. 157; A. Ressi, Dell’ Economia della specie
umana (Pavia, 1820), quoted by Ricca-Salerno, p. 471; D. A. Wells, Principles of
Taxation; see Popular Science Monthly, Vol. L1, pp. 173, 174 (New York, 1897).
Forstemann, p. 27, quotes Prussian decisions, of the year 1837, to the same effect.
In 1787 the same idea was advanced by Hugh Williamson, who wrote : “The capi-
tation tax and land tax, such as are usual among us, are inevitable and positive
taxes: they are not to be averted. . . . But the excise is a negative or indirect
tax.”"—American Museum, Vol. II, p. 122 (Philadelphia, 1787).

* Principles of Political Economy, bk. v, ch. vi, Sec. 1; Traité de la science
des finances, Vol. I, p. 279. Cf. Bastable, Public Finance, p. 330.
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desired enjoyments. This is all that the payment of a direct tax
necessitates, so that the position of the citizen is practically
identical in both cases. The result is the same when taxes are
levied solely upon so-called luxuries. Moreover, direct taxes can
be avoided with equal readiness and in a similar manner. The
citizen can live in a poor house located in an undesirable quarter,
and can thereby avoid the direct tax levied upon the comfortable
dwelling which he would otherwise have desired to occupy. He
can cease to accumulate wealth, and may escape paying an in-
come tax levied upon incomes that exceed five hundred dollars.
Leroy-Beaulieu seems to be entirely justified in remarking:
“Mais, d’abord, c’est faire une plaisanterie que de dire que les
impots indirects soient volontaires.”

(9) A ninth distinct group may be recognized, although it is
of slight historical and even less scientific importance. Direct
taxes are defined as those imposts which are demanded from
citizens in definite amounts and indirect taxes as those paid
according to special circumstances, without a determination of
the exact sums due from each individual.’** This definition has
no significance for scientific purposes.

(10) Finally, it may be noted that our nine groups of defini-
tions do not include all the economists who have employed this
distinction. Thus, A. Marescotti'*® has defined direct taxes as
imposts which fall upon immovables and indirect as imposts that
reach movables—a definition which has no possible economic
value and must lead to a most singular grouping of taxes.

Prof. R. T. Ely has retained the distinction, while he has
appreciated the shortcomings of the various methods of formu-
lating it. Without attempting to find a new scientific basis for
the classification, he has called taxes direct when they reach

1 G. H. Borowski combines this element with others in his definition of direct
and indirect taxes. See Abriss des praktischen Kameral- und Finanzwesens (Ber-
lin, 1799), quoted by Forstemann, p. 23. A. H. L. Heeren formulated the dis-
tinction more clearly in his Ideen iiber die Politik, Vol. I, p. 227 (2d ed., G6t-
tingen, 1804), quoted by Forstemann, p. 23. M. von Prittwitz also used this defi-
nition in his Grenzen der Civilisation, p. 301 (2d ed., 1853), quoted by Forste-
mann, p. 24. Finally, J. B. Say and others have spoken of direct taxes as demands
of definite portions of an individual’s revenue, etc.; see Say, Treatise on Political
Economy, Vol. II, p. 268 (1st Amer. ed.).

* Sulla economia sociale (Florence, 1856), quoted by Ricca-Salerno, p s41.
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real property or income and indirect when they are laid upon
articles of drink, food and clothing. Around these principal taxes
he has grouped as direct all taxes upon trades, occupations,
persons and all forms of property except common articles of
consumption, while he includes all imposts on transactions with
the indirect taxes.'** This classification seems to follow closely
the usage that has been most common in the United States, and
makes it possible to contrast the familiar points of difference in
the effects of various forms of taxation; but it cannot be con-
sidered a rigorous, scientific definition.

v

The difficulties and uncertainties of all attempted classifica-
tions have induced many economists to abandon altogether such
a distinction. J. C. L. Simonde, as early as 1819, declared that
the terms had no meaning outside of the Physiocratic doc-
trines.'"*” A few years later Lieber, who offered a definition of
direct and indirect taxes, admitted that the division was not a
consistent one.”® In 1862 Cherbuliez complained of the differ-
ent meanings given to the words, and made no use of such a
distinction.”*® Dudley Baxter then urged that the definition
cannot furnish a trustworthy classification.’®® Henry Sidgwick
abandoned the terms, considering that they were “liable to mis-
lead the student, by ignoring the complexity and difficulty of the
problem of determining the incidence of taxation.”*** W. Vocke
adopted a similar course, because such a twofold division of
taxes cannot be adjusted to his threefold grouping of public
imposts.’®* Cohn says that, since the time of the Physiocrats,
all writers have departed from this simple scheme of classifica-
tion in proportion as they have acquired a greater knowledge of
the facts of taxation.’® Block concedes that the distinction has

* Taxation in American States and Cities, pp. 66-69.

™" Principes d’économie politique, Vol. II, p. 479 (2d ed., Paris, 1827).
¥ Encyclopzdia Americana, Vol. XII, p. 155.

" Précis de la science économique, Vol. II, p. 405 (Paris, 1862).

™ Taxation of the United Kingdom, p. 21 (London, 1869).

™ Principles of Poltical Economy, p. 567 (London, 1883).

** Die Abgaben, die Auflagen, und die Steuer, p. 7 (Stuttgart, 1887).
" Finanzwissenschaft, Secs. 326-332.
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merely an administrative importance, while Cauwés holds that
it is not precise enough to serve as a basis for a logical classifi-
cation.'® Most recently Eheberg has said that it would be best
to abandon entirely this distinction.’®

It has been shown that all attempts to distinguish direct from
indirect taxes offer more or less serious difficulties and fail to
attain that exactness and completeness which are necessary for
purposes of strictly scientific definition. Some of the distinctions
are not tenable for a moment; others promise well, but lead us
into trouble sooner or later. Of all the definitions only those of
the first group are based upon criteria that have sufficient eco-
nomic importance to lead to useful scientific results. But the
distinction here suggested cannot be applied with entire preci-
sion and consistency.

In view of such facts it would seem best for economists to
abandon the terms direct and indirect taxes. But such a course
is not free from difficulty. The words have been so long fixed
in popular usage, and have been given such importance in
administrative, and even constitutional, law, that it is doubtful
whether the near future will see such a radical change effected
in our terminology. Under such circumstances the economist
may be obliged to retain these troublesome terms. If so, he
should never fail to emphasize the difficulties and uncertainties
of the definition. If such a compromise with popular and legal
usage compels the retention of the distinction, it seems best to
follow the definition based upon the usual and normal facts
of incidence, as Wagner and Bastable have counseled. This
definition offers convenient terms for describing large groups
of taxes, and need not lead to error, if care is taken to consider
individual cases. For American and English writers such a
course offers a manifest advantage, in that it follows closely
the usage that has prevailed since the early years of the present
century.

™ Progrés de la science économique, Vol. II, p. 415; Cours d'économie poli-

tique, Vol. IV, p. 346.
'™ Finanzwissenschaft, p. 153 (4th ed., Leipzig, 1895).



WAGE STATISTICS AND THE
FEDERAL CENSUS!

N THE United States, the Federal census presents the earli-

est official data concerning statistics of wages. The censuses

of 1850 and 1860° made exactly the same inquiries upon this

subject. In both cases the schedules® called for “the average

number of hands employed,” male and female, and the “aver-
age monthly cost” of male labor and of female.

It must be remembered that in these censuses, as well as in
that of 1870, the enumeration was conducted by the United
States marshals, who, upon their regular rounds, called upon
manufacturers and gathered data. No prior schedules were used,
and the marshals received only fifteen cents for each manu-
facturing establishment enumerated.* Under the circumstances
the work of collecting data relating to employees and wages
could not be carefully and intelligently done, except in the rarest
cases, while the enumerators failed to visit any establishments
that it seemed convenient to omit. No great value, therefore, can
be attached to statistical tables based upon such uncertain
materials.

In explanation of the schedules employed, the enumerators in
the seventh census were given the following instructions.” “Un-
der the general heading ‘hands employed,’ is to be inserted . . .
the average number of each sex employed during the year in
the manufacture or business. These numbers are to be esti-

! Reprinted from American Economic Association, Publications, New Series,
No. 2, pp. 343-68. Reproduced by generous permission of the publishers.

2Tt is not necessary to refer to the questions asked in 1820 and 1840 con-
cerning hands employed and total wages paid. For the schedules used in these
censuses see Report on a Permanent Census Bureau, pp. 140, 143, Senate Execu-
tive Documents, Vol. I, 52d Congress, 1st Session.

® Idem, pp. 148, 152. See also Seventh Census, p. xxiv.

¢ See remarks of General Walker, in Ninth Census, Vol. 3, p. 301.
® Seventh Census, p. xxiv.
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mated either by an average of the whole year, or by selecting
a day when about an average number was employed, and insert-
ing the number on such a day as the average.” “Under heading
10 and 11, entitled ‘Wages,” is to be inserted the average
monthly amount paid for all the labor of all the hands, male and
female, employed in the business or manufacture during the
course of the year. In all cases where the employer boards the
hands, the usual charge of board is to be added to the wages;
so that cost of labor is always to mean the amount paid, whether
in money, or partly in money and partly in board; and the
average number of hands and the average monthly wages are
to be returned, so that by dividing the latter by the former
the result will show the average earnings of individuals. This is
also to include the individual labor of a producer, working on
his own account, whose productions are separately enumer-
ated.”

If the enumerators attempted to follow these instructions, it
is evident that the average number of employees reported must
be in most cases a mere estimate, not a true average. In the
next place, the directions given for a determination of average
monthly wages were highly unfortunate. In most cases the total
yearly wages can be easily and quickly ascertained. To at-
tempt to estimate average monthly wages with a staff of un-
trained and underpaid enumerators must lead only to confu-
sion. Remembering, finally, that most of the marshals did their
part of the work as carelessly and hastily as possible, we can
conclude only that the number of hands employed and the
average monthly wages could not have been ascertained with
even reasonable accuracy. The average yearly earnings deduced
from such data must have been grossly inaccurate. The study
of subsequent censuses will serve to reinforce this conclusion
concerning the wage statistics of 1850 and 1860.°

In addition to the materials just described, the seventh and
eighth censuses provided, in the schedules of social statistics,

®In the census of 1850 the tables of manufactures have been found “arith-
metically imperfect,” but it is not known whether the errors are in the items,
or the totals, or in both. See Ninth Census, Vol. 3, p. 303, note.
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general questions concerning the average wages of farm hands,
laborers, carpenters, and domestics.” In the eighth census the
results were published.® Of course the answers consisted mainly
of conjectural averages, and can possess but slight value, at
least for purposes of comparison. In 1870 these inquiries were
wisely omitted.

In 1870 the questions asked in the census schedules of manu-
factures were greatly changed, and alterations were made in the
form of inquiry concerning employees and wages. General Gar-
field’s report had recommended that a sharp separation of firm
members and hired laborers should be enforced, and that the
schedules should call for the “Amount of wages paid during
the year.”®

The wisdom of both recommendations is too apparent to
need any discussion. The schedules finally adopted® called for
the average number of hands employed, males above 16, females
above 15, children and youth; and for the total amount paid
in wages during the year.

In the ninth census, as in the eighth and seventh, the reports
of the enumerators brought in results that were obviously de-
fective. General Walker caused special investigation to be made
by the Census Office, with the result that thousands of establish-
ments omitted by the marshals were included in the report upon
manufactures.'' The final tables were admittedly defective, al-
though much more complete than those of any previous census.
This is apparent from the enormous increase in the total num-
ber of establishments reported.”” We must now consider the

" Report on a Permanent Census Bureau, pp. 149, 153.

¢ Eighth Census, Mortality and Miscellaneous Statistics, p. 512.

® Report of Committee on Census, 1870, p. §5. House Report, Vol. 3, g1st
Congress, 2d Session.

¥ Report on Permanent Census Bureau, p. 167; Ninth Census, Vol. 1, p. xxxi.

 Ninth Census, Vol. 3, p. 374.

2This number at each census was:

8- 123,025
227 140,433
I8 70 ittt it e e s 252,148
I880 1 it e 253,852
I800 v it i e e i e i 355,415

Eleventh Census, Manufacturing Industries, Vol. 1, p. 67.
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manner in which the statistics of wages were affected by the
inclusion of this large number of establishments not previously
enumerated. This is a matter of importance because the statis-
tics collected by one census have been compared with those pre-
sented in the others. From such data, average rates of yearly
earnings have been deduced, and misleading results have been
reached.”

With the frankness characteristic of its superintendent, the
Ninth Census states explicitly that the enumeration of indus-
trial establishments had been much more thorough than ever
before, although it was still far from complete. It was shown that
in 1860 the census had returned, in its tables of occupations,
450,634 artisans employed as painters, carpenters, blacksmiths,
and coopers.’ Of these, only 39,389, or nine per cent, were
accounted for in the statistics of manufacturing and mechanical
pursuits. Now the total number of employees enrolled in the
tables of all manufactures was 1,311,246. The omission of
411,000 skilled artisans in these four trades removed from the
statistics of wages a number of high-priced laborers that
amounted to 31 per cent of all the persons enumerated. The
census returns showed an average wage of $289 for all persons
employed: while carpenters received $429; painters, $415;
blacksmiths, $307; and coopers, $311. It is evident, therefore,
that the average wages computed from the eighth census are
smaller than they would have been if these classes of skilled
laborers had been more fully enumerated. Now in the ninth
census General Walker took pains to secure more complete
returns of persons employed in manufacturing and mechanical
industries. As a result, 155,000 artisans were enumerated in these

" The census volumes usually have compared total wages paid and the ag-
gregate number of hands employed from decade to decade. Prior to the eleventh
census, the writer can find no actual computation of the average rate of wages
of the entire country. See Eleventh Census, Manufacturing Industries, Vol. 1, p.
19. But many writers have computed average rates of wages from these census
figures, and such computations have been widely quoted as official statistics. See
Carroll D. Wright, in Atlantic Monthly, Vol. 8o, p. 305, Industrial Evolution of
the United States, p. 191; Mulhall, in North America Review, Vol. 160, p. 647;
Jeans, in Fortnightly Review, Vol. 58, p. 752.

“ Ninth Census, Vol. 3, p. 373.
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trades as given in the statistics of manufactures. This was over
25 per cent of the whole number of such workmen included in
the statistics of occupations. This fact, alone, must have tended
to increase the average wage that has been deduced from the
wage statistics of the ninth census, and to render difficult
a comparison with the rates of the earlier censuses.

Great changes were introduced into the methods adopted by
the tenth census in collecting the statistics of manufactures. The
superintendent was authorized to withdraw the collection of
such data from the regular enumerators, and to employ special
agents where he considered such a method advisable. Accord-
ingly, in 279 principal cities and towns, the statistics of manu-
factures were gathered by special agents.’® As a result manu-
facturing establishments in these largest industrial centers were
more fully enumerated than ever before.

From the copies of the schedules that have been published'
it would appear that the tenth census asked for the “total
amount paid in wages during the year” and the “average num-
ber of hands employed,” males above 16, females above 15,
children and youths. These questions were the same as those
used in the preceding census. In addition, the tenth census
called for the “greatest number of hands employed at any one
time during the year,” and asked for estimates concerning the
“average day’s wages” for a skilled mechanic and for an ordi-
nary laborer. Such answers as were received to these last ques-
tions seem not to have been published.

Is it evident that the superintendent of the tenth census
thought that the statistics gathered concerning the number of
hands employed represented the average number for the census
year.” But this was clearly a mistake. An examination of the
original schedules of the tenth census has shown that the figures
of the average number of hands employed, for nearly one-half
of the establishments, were the same as the greatest number of
hands employed at any one time during the year. In the re-

" Tenth Census, Vol. 2, p. viii.
* Report on Permanent Census Bureau, p. 167.
" Tenth Census, Vol. 2, p. xxviii.
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maining establishments the statistics of the average number of
hands represented the number employed during the weeks of
the busiest season. As a result, the tenth census failed to get the
average number of persons employed in manufactures; and,
instead, secured a number “almost always more than the aver-
age and often several times the average.”'® This is conceded in
the eleventh census, which states:'® “The questions used in
1880 tended to obtain a number of employees that would be in
excess of the true average, while it is believed that the questions
used in 1890 have obtained, as nearly as possible, the average
number.”

A comparison of the tenth census with the Massachusetts
census of 1885 will make it evident that the tenth census secured
a number of employees far in excess of the average number.
The Massachusetts census ascertained the total hands employed
during the year, and the total wages paid to the 419,966
employees thus enumerated. From these figures an average
wage of $351.02 was computed.”® The census of 1880 enumer-
ated 352,255 employees in the State of Massachusetts; and
from its statistics, the average wages for the state appear to
be $364.*" These results correspond fairly well, when it is
remembered that the Federal census secured in some cases
a number of employees less than the total number employed
during the year, and therefore used a smaller divisor than was
employed by the Massachusetts census. Now, in 1886, the
Massachusetts bureau began the publication of its annual re-
ports upon manufactures. In these the bureau ascertained the
average number of hands employed, and used this number as
a divisor in computing average wages for the state. As a result,
an average wage of $395.89 was computed in 1886, or $44.87
more than the average wages in 1885 as shown by the state cen-

¥ Letter of Frederic C. Waite, who made the examination. Published in
American Journal of Sociology, Vol. 3, pp. 360-361. See also the quotation from
Carroll D. Wright, upon same page.

® Eleventh Census, Manufacturing Industries, Vol. 1, p. 14.

* Massachusetts Census, 1885, Vol. 2, p. xci.

* Tenth Census, Vol. 2, p. 15 (folio page).
* Statistics of Manufactures, 1886, p. §1.
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sus. This difference is due, of course, to the employment in 1886
of a smaller divisor than was used in 1885. The state census of
1885 took pains to ascertain not only the total number of hands
employed during the year, but also the number employed upon
June 30, 1885.%° If we assume that the number employed upon
June 30 approximated the average for the year, and use it for a
divisor, we can deduce an average wage of $389 from the census
of 1885. This differs from the average wage computed for 1886,
in the statistics of manufactures, by only six or seven dollars.
A study of these figures will make it apparent that the Federal
census of 1880, like the state census of 1883, really secured for
Massachusetts a number of operatives far in excess of the aver-
age number, and differing but slightly from the total number
employed during the census year.

One other matter should be mentioned at this point. The
tenth Federal census did not ask for the number of “officers
and clerks” except in a few of the textile industries.* Its figures
represent, therefore, the number of laborers and the wages re-
ceived by them in nearly all cases, except those in which the
persons who filled out the schedules reported the number of
officers and clerks with the other employees. When this was done,
Mr. Waite found that the officers and clerks ‘“were not credited
with any wages except in exceedingly few cases.”*

In addition to the data contained in the statistics of manu-
factures, the tenth census devoted a special volume to the sub-

2 Massachusetts Census, 1885, Vol. 2, p. xci. The total number employed dur-
ing the year was 419,066; while the number employed on June 30 was 379,328.

*1In some of the textile industries the schedules called for information con-
cerning the number of “officers and clerks.” See Eleventh Census, Manufacturing
Industries, Vol. 1, p. 13; Journal of Political Economy, Vol. 4, p. 89. In the
cotton industry the number of such persons as “officers and clerks” is given as
2,115; but their wages are not included in the total wages, and they are ex-
cluded from the total number employed. Tenth Census, Vol. 2, p. 955 (folio
page). In the woolen industry, on the other hand, 1,302 officers and clerks are
included in the table of total employees, and probably their wages are also
included. Tenth Census, Vol. 2, p. 967 (folio page).

* American Journal of Sociology, Vol. 3, p. 360. This point is discussed,
but not clearly, in the Eleventh Census, Report on Manufacturing Industries, Vol.
1, pp. 13-14. See also American Journal of Sociology, Vol 3, p. 626.
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ject of wages.”® This was prepared under the careful direction
of Mr. Joseph D. Weeks. It related to wages in fifty-three of
the more important manufacturing industries, and also pre-
sented much valuable information concerning methods of re-
muneration, regularity of employment, and similar subjects.
Some of the materials were drawn from as early a period as
the decade from 1830 to 1840, and possess considerable historical
interest.

Mr. Weeks attempted to select, in each industry, typical
establishments of recognized credit and standing, and to make
the returns as accurate as possible. The various classes of
employees were carefully distinguished, and only those classes
were finally selected whose work had not materially changed
in character during the period covered by the report. Thus it
is probable that the data collected are thoroughly comparable.
The schedules called for “rates of wages or average earnings”
for each class of employees, by the day, week, month, or year,
or by the piece. It was found that the “rates of wages at the
several works of the same class in a given district do not vary
much for a given class of labor”’; and Mr. Weeks expressed the
belief that the report would “furnish the means for obtaining
a fair average for the whole country.”

With all the care that was taken in selecting establishments
for investigation, the first sets of returns were often unsatis-
factory. In these cases Mr. Weeks called attention to defects,
and asked for corrected data. The chief difficulty seemed to
be in securing a uniform classification of employees in establish-
ments of the same class, and uniform units of payment. Some-
times schedules were “passed backward and forward several
times before a final adjustment was reached.”

Mr. Weeks confined his attention to the collection of trust-
worthy and comparable materials, and did not attempt to com-
pute average rates of wages for all establishments. Thus the
report presents materials rather than final results. It collects

®Tenth Census, p. 20. Report on the Statistics of Wages in Manufacturing
Industries.
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as many facts as possible concerning wages in important estab-
lishments, and leaves to the reader the work of comparison and
combination. The report undoubtedly deserves high praise. If
any criticism can be passed upon the materials here presented,
it grows out of a circumstance that was beyond the control
of Mr. Weeks. The average wages of each class of laborers in
each establishment were generally computed in the counting
rooms; and under these conditions there must have been some
danger that the book-keepers would select an arithmetical mean
instead of computing a true average.

The eleventh census devoted no special report to the subject
of wage statistics. The establishment of the United States De-
partment of Labor in 1885 rendered such an investigation less
necessary for the Federal census. The statistics of manufac-
tures, however, contained the customary inquiries concerning
employees and wages.

In 1890 the investigation into manufacturing industries was
much more complete in towns and cities than it had ever been
in earlier censuses. The superintendent was able to place 1,042
cities in the hands of special agents, as against 279 cities so
treated in the tenth census. In country districts, on the other
hand, the canvass was far less thorough;* and there is reason
for thinking that in these cases the eleventh census was more
defective than the tenth. The official who was in charge of
this branch of investigation has written:?® “I am confident that

*On this point the census says: “Under these circumstances, the canvass of
the cities was more thorough than that of the rural districts, and the apparent
decrease in some industries and some states is due, in part at least, to the less
efficient canvass by the general enumerators. The defective canvass of the enu-
merators is more apparent in the totals for states in which there are com-
paratively few large cities, such as Nevada, or for industries conducted largely by
establishments located in the rural districts, of which ‘Leather, tanned and curried’
15 an example.” Eleventh Census, Manufacturing Industries, Vol. 1, p. 1. Mr.
Robert P. Porter says concerning the returns of manufactures furnished by
the regular enumerators who operated in country districts: “Except in a few
isolated cases the returns of productive industry secured by these enumerators
have proved utterly valueless, and hence the Census Office, in order to obtain
accurate data, has been subjected to heavy outlay in sccuring correction and
reproduction of the returns.” Report on a Permanent Census Bureau, p. 18, f.

® American Journal of Sociology, Vol. 3, p. 624. See also letter by Carroll D.
Wright, quoted in Journal of Political Economy, Vol. 4, p. 89.
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in the rural districts, as a whole, the canvass of 1880 resulted
in securing a larger number of reports than did that of 18g90.”
These facts have an important bearing upon the comparability
of the wage statistics of the two censuses.

The schedules used in 1890* called for a more minute classi-
fication of laborers than had been attempted before that time.
As published, the tables distinguish three classes of workers,
(1) officers, firm members, and clerks; (2) operatives, skilled
and unskilled; (3) pieceworkers. Each of these classes is sub-
divided into, (1) males above 16, (2) females above 15, and (3)
children.* The schedules called for the average number em-
.ployed throughout the year, and the total wages paid to each
class of workers. The tenth census had called for the average
number of hands, but had failed to secure such data. The
eleventh census carefully defined what should be considered
the average number; and probably succeeded, in large measure,
in obtaining it.*' This fact, also, is important in any comparison
of the tenth and eleventh censuses upon these points.

The schedules called, also, for weekly rates of wages and
the average number of hands employed at each rate, as well
as for information concerning the number of months that the
establishments were in operation.’” These questions were more
important than any of the others, for the student of wage
statistics, and were in line with the best results of recent
investigations. But to secure such data for the whole United
States was a work of great difficulty, and one that went far
beyond anything that had been attempted in previous censuses.
The plan seems to have been carried out successfully in many
of the more important industries. In the third volume of the
report, classified wage tables are given for such industries as

* Eleventh Census, Manufacturing Industries, Vol. 1, p. 13; Report on a
Permanent Census Bureau, p. 178, f.

* Eleventh Census, Manufacturing Industries, Vol. 1, p. 19. In Table 8 of
Vol 1, there is given a still more minute clasification of employees in seclected
industries. Clerks are separated from firm members and officers, while operatives
are divided into skilled and unskilled.

* Eleventh Census, Manufacturing Industries, Vol. 1, p. 14.
% Idem, Vol. 1, p. 13.
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woolens, cottons, silks, glass, petroleum, iron and steel, etc.**
Such statistics possess great value for the student of wages.*
For him the importance of the report lies mainly in these classi-
fied wage tables. The use which the census made of the statistics
concerning yearly earnings and the average number of employ-
2es is open to criticism in one respect.

The eleventh census used its data concerning hands employed
ind wages paid, for the purpose of computing average yearly
2arnings. When this is done for all classes of laborers in the
United States, the average thus obtained falls so far short of
seing typical that it possesses little value for scientific purposes.
For this reason, perhaps, the eleventh census computed also
he average earnings for each class of employees; and, within
sach class, gave separate data for men, women, and children.®
such tables are open to far less objection. The census then
ompared the data concerning average earnings in four different
vays. First it presented tables that contrasted the wages paid to
‘mployees, men, women, and children, in fifteen industries that
‘mployed a large proportion of females, and wages paid in
ifteen industries that employed a small proportion. Then it
rave the average annual earnings of each class of employees in
he various states and territories. Next it gave similar data for
rach class of workers by specified industries, and finally it pre-
sented in a single table the statistics for six of the largest
ndustries. Such a treatment of the materials tended to secure
nore homogeneous classes of operatives, so that the wages
:omputed are far less unreal averages, and must be more typical
f the average condition of the laborers in each class. Moreover,
ince in these selected branches of business the statistics were,
'or the most part, gathered at centers of industry, and by com-
)etent agents, we may fairly assign considerable value to the
nvestigation.

* Idem, Vol. 3, pp. 146, 150, 208, 230, 302, 338, 346, 356, 361, 372, 390, 307.

*1In Table 8 of the first volume on manufactures, the census gives the aver-
ige weekly earnings of each class of employees in selected industries, as well as
he total yearly wages.

¥ Idem, Vol. 1, pp. 20-28.
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In the report upon manufactures, however, there is one fea-
ture that calls for criticism. The average annual earnings per
employee, exclusive of officials and clerks, are contrasted
with the average annual earnings that may be computed from
the tenth census. Thus we are told that the average annual
wages in 1880 were $346.91, while in 1890 they were $444.83.%
The report is careful to add that: “Owing to differences in the
form and scope of the inquiry of 1890, as compared with that
of 1880, previously referred to, neither of these average annual
earnings for 189o should be accepted as the exact increase dur-
ing the decade.” Some of these “differences in the form and
scope of the inquiry” had been explained on a previous page,*”
where it was declared that “a comparison of the average annual
earnings for all classes of employees as obtained from the re-
ports of the two censuses” was “impracticable.” But others were
not sufficiently explained, so that it seems necessary to con-
sider the matter at some length. If the census officials deemed
the two sets of figures entirely incomparable, it was unfortunate
to make any comparison of averages. For, although it is certain
that any person who attempts to use the census should examine
all the explanations that accompany the figures, it is equally
sure that the average popular writer or newspaper scientist
will not do anything of the sort. And, as a matter of fact, emi-
nent statisticians have compared the average wages for 1890
with the census figures for 1880, 1870, 1860, and 1850. Folio
pages of census statistics that invite comparison seem to possess

% Idem, Vol. 1, p. 19. Including officers and clerks, the average for 1890 was
$484.49. But, as such persons were not included in 1880, they were excluded
from this comparison. It is interesting to notice that Mr. Mulhall blundered
into the very error against which the census had given warning. He takes $484.49
as the average wages for 1890; and compares this figure with $346.91, the average
wages for 1880. See North American Review, Vol. 160, p. 647.

¥ Eleventh Census, Manufacturing Industries, Vol. 1, p. 14. In his report
upon the textile industries, Mr. S. N. D. North makes a somewhat similar
explanation: “The increase in wages and average annual earnings for each
employee, as in other items, may be due in part to the change in the form of
inquiry and the more perfect enumeration at the census of 18g0. The large de-
crease in the number of children employed also has considerable bearing on
the increase in the average annual earnings.” Idem, Vol. 3, p. 10,



48 WAGE STATISTICS AND THE FEDERAL CENSUS

powers of attraction that no amount of caution and explanation
can be expected to exercise.

The errors and omissions of the returns of manufactures in
1870 and previous census years are so notorious that it can-
not be necessary to repeat what has already been said con-
cerning the mistakes that must arise from the attempt to
compare rates of yearly wages deduced from such materials.
With the tenth and eleventh censuses, however, greater ac-
curacy and completeness were secured, so that the incompar-
able character of their statistics of wages is not so easily seen.
But the writer believes, nevertheless, that the attempt to com-
pare the average wages computed for 1880 and 189o can lead
only to most erroneous and mischievous results.*®

The first reason for considering the wage statistics of 1880
wholly incomparable with those of 189o is that the later census
was far more complete in the cities and large towns, while the
earlier census was probably more complete in the country
districts. Upon this point the facts have already been stated.
The necessary result is that the average wages computed from
the eleventh census are based upon figures that include a far
larger proportion of city laborers, who receive higher money
wages; while the census of 1880 probably included a larger
proportion of country laborers, whose money wages are lower.

The importance of this consideration can be shown most
readily by studying the average wages for the various counties
of Massachusetts, as given in the state census of 1885. The
figures are as follows:*

Plymouth county . ... .. .. ....$396.97
Suffolk county . . .. 369.13
Essex county ......... o . 365.61
State of Massachusetts . . .. 351.02
Franklin county ..... . .. 348.56
Norfolk county . ......................... 348.11

® Thus Mr. J. S. Jeans, using such data, came to the conclusion that wages
had advanced more during the decade from 1880 to 18go than they had in the
thirty years prior to 1880. Fortnightly Review, Vol. 58, p. 752.

® Massachusetts Census of 1885, Vol. 2, p ci.
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Worcester county .. .. . ... ... .. ..$342.85
Hampden county . . .. 341.01
Middlesex county . .. 330.77
Bristol county . . 324.16
Berkshire county . . 305.68
Hampshire county . . 283.38
Nantucket county . 277.98
Barnstable county . 238.97
Dukes county .... ... . ... 106.79

Plymouth county, which heads the list, is only in appearance
an exception to the statement that the highest wages are found
in the counties having the largest proportion of urban popula-
tion. In that country there is one large city, Brockton, where
the average wages were $433. In the rest of the county the
average was $65 less than in the city of Brockton. The same
thing is noticeable in Worcester county, where the city of
Worcester is the only large center of population. In this city
wages averaged $382; while in the rest of the county they
average only $324. It is evident that if one census of the state
should be made far more complete for the cities than any pre-
vious census, while its enumeration of country laborers should
be less complete, there would result an apparent increase of the
average wages for the state in a period when wages might actu-
ally have remained stationary.

In the Federal census of 1890 a comparison of the average
earnings in the fifty principal cities with the average for the
entire country *’ shows that thirty-six out of the fifty cities were
credited with wages that exceeded the average for the country.
Of the fourteen cities where the average wages were less than
the average for the United States, many showed figures that
were far above the wages for the rest of the states in which they
were situated. If we select the principal class of wage-earners,
males above sixteen years, and exclude officers and clerks, the
results are still more striking. The writer has made such a com-
putation for the eight largest cities, with the following results:
The United States, $498; Baltimore, $503; Philadelphia, $568;

* Eleventh Census, Manufacturing Industries, Vol. 2, p. xxxviii.
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St. Louis, $569; Chicago, $587; Brooklyn, $636; Boston,$654;
New York, $702; San Francisco, $709. In Baltimore, where the
wages show the smallest excess over the figures for the United
States, it appeared that the average for the city was $226 higher
than the average wages for the same class of workers in the
rest of the state.

The class of employees last mentioned, viz., males above
sixteen years, is the more important in this connection because
it was among just such laborers that the enumeration of the
eleventh census was especially complete. The census explains*'
that: “The great increase shown in statistics for industries
known as ‘hand trades’ is largely due to the fact that no previous
census has obtained so complete a report regarding such in-
dustries as masonry, carpentering, blacksmithing, cooperage,
painting, plumbing, and similar trades using machinery to a
limited extent.” In four classes of laborers, viz., masons, paint-
ers and paperhangers, plumbers, and carpenters, the eleventh
census enumerated 357,000 persons, against 97,000 enumerated
in 1880."* This was an increase of 260,000 laborers, or 266
per cent, during a decade when the whole population of the
country increased less than 25 per cent. Now these particular
trades receive wages that are far above the average for the
United States. Excluding officers and clerks, the average wage
of the country is given as $444.83. In these four trades very
few women and children are employed; and the males above
sixteen years, who form nearly the entire number of workers
enumerated, are credited with the following wages: plumbers,
$627; masons, $628; painters and paperhangers, $644; car-
penters, $648. We find, therefore, that the eleventh census
enumerated more than 200,000** workmen who were omitted
from these trades in 1880. These 200,000 or more workers

“Idem, Vol. 1, p. 2.

“ Idem, Vol. 1, pp. 74, 79, 80, 8I.

* [dem, Vol. 1, pp. 23-27.

“This figure allows for more than fifty per cent increase in these particular

trades. The employees in all manufactures increased fifty per cent from 1880
to 1890, excluding officers and clerks.
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formed 5 or 6 per cent of all persons engaged in manufacturing
occupations in 1890, excluding officers and clerks. Their wages
exceeded the average wages of all classes of laborers by amounts
that varied from $182, in the case of plumbers, to $203, in the
case of carpenters. This one body of employees, excluded in
1880 and included in 1890, would tend to increase the average
wages for all persons engaged in manufactures by ten to twelve
dollars, if not more.*

But there is a second reason, of still greater weight, for hold-
ing the results of the two censuses to be incomparable. There is
no room for doubting that in 1890 the total wages paid were
divided by a number of employees that was much smaller than
it would have been if the same methods had been followed that
were used in 1880. Upon this subject the census says:*® “The
questions used in 1880 tended to obtain a number of employees
that would be in excess of the true average, while it is believed
the questions used in 1890 have obtained, as nearly as possible,
the average number.” Attention has already been called to this
fact. It is the more important since it had the same result as the
first cause of difference between the figures of the two censuses.
It tended to produce a larger average wage in 18go.

We have seen that the Massachusetts census of 1885, using
as a divisor the fotal number of hands employed during the
year, computed an average wage of $351.02 for the year 1885.
It has also been shown that in 1886, when the publication of
the annual reports on manufactures was begun, the average
number of employees was taken as a divisor, and the average
wages were thereby increased to $395.89. Precisely the same
thing occurred in the Federal statistics when the eleventh cen-
sus actually ascertained the average number of employees, and
used this as a divisor. Further light is thrown upon this question

“ Since the writer made this estimate, the official who had charge of these
statistics in the eleventh census has stated that, if the trades that were im-
perfectly enumerated in 1880 should be excluded from the tables for 18go, the
average wages for the United States would be $429 instead of $444. See American

Journal of Sociology, Vol. 3, p. 627.
“ Eleventh Census, Manufacturing Industries, Vol. 1, p. 14.
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by the Massachusetts census for 1895, which has appeared
during the past year. This census ascertained the total wages
paid to all employees in manufacturing industries, and divided
this sum by the average number of hands employed. Thus an
average wage of $446.41 was computed.*” This shows a magnif-
icent increase over the average rate of $351.02 computed in
1885; but the larger wage was secured by using a smaller
divisor, and the later census makes no attempt to compare the
two results. No one would claim that the wages of laborers em-
ployed in manufacturing industries in the state had increased
from $351 to $446 between 1885 and 1895. In the very year
in which the last state census appeared, the bureau of labor
statistics published the results of an investigation into com-
parative rates of wages paid in 1881 and 1897.** This covered
twenty three industries, and showed an increased average wage
in fifteen cases and a decreased wage in the eight other instances.
These results may justify the claim that wages in Massachusetts
showed on the whole a tendency to increase during the period
in question; but they demonstrate also the atrocity of the error
that would be committed by any one who should compare the
censuses of 1885 and 1895, and should then claim that wages
had increased on the average by $95 during the decade.

There has been considerable discussion of the question
whether the average number of employees, or the total number
of persons employed during the year, should be selected as the
divisor in determining yearly earnings. It is clear that if the
total number is taken, the divisor will be swelled unduly by
the transient laborers who drift from one establishment to
another, and are sure to be enumerated more than once. Such
a divisor would give average yearly earnings that would be too
low. On the other hand, when we select the average number
employed, we use as a divisor the average number of positions
filled throughout the year. This gives average yearly earnings

" Census of Massachusetts, 1895, Vol. 5; pp. 240, 280.
“Twenty-Eighth Annual Report of the Burcau of Statistics of Labor, pp.

1-42.
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that represent what the individual laborers would receive if
employment were continuous throughout the year. Average
wages computed in this manner are more than the actual income
of individual laborers, especially in trades where employment is
irregular. It does not fall within the scope of this article to con-
sider whether the census ought to inquire for the average number
of employees, or for the total number. The statistics of manu-
factures are not designed primarily to furnish statistics of an-
nual average wages. This particular question should be framed
in such a manner as will be most useful for the primary purposes
for which the investigation into manufactures is conducted. But
we must insist that wage statistics computed with one kind of
divisor must not be compared with data secured by the use of a
different divisor.

Some of the criticisms that have been directed against the
wage statistics of the eleventh census can be accounted for by
remembering that the rates of annual wages given there repre-
sent, not the actual earnings of all persons employed, but the
amounts paid annually to the occupants of a certain number
of positions. Thus the average wages of carpenters in New York
city are computed at $896. This would mean $3 per day for
nearly 3oo days of employment. A critic who has exceptional
facilities for securing information concerning actual conditions
in that city, writes: “The average wages of good, steady, thor-
oughly competent carpenters never exceeded $650 for the entire
year.”

Some of the results of comparing the average wages given in
the two censuses are so ridiculous as to show the absolute incom-
parability of the two sets of data. Thus the same critic points
out that, according to the census data, carpenters’ wages in New
York City increased from $640 in 1880 to $896 in 18go. For
the city of Poughkeepsie we are asked to believe that carpenters’
wages advanced from $357 in 1880 to $729 in 1890. These re-
sults are so absurd as to show that we are dealing with data
that are either totally erroneous or else collected by such dif-
ferent methods as to be wholly incapable of bearing comparison.
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It remains to be considered what the twelfth census should
attempt to accomplish in this field of wage statistics. The writer
will assume that the purpose of such statistics should be to
investigate the conditions under which the large masses of our
population who are dependent upon the receipt of wages are
actually living. In the present condition of statistical science we
can not hope that such investigation will throw much light upon
what is technically called the problem of share distribution.
Moreover, since the census can not well undertake to collect
comprehensive statistics concerning the prices of commodities,
it must confine itself to the question of money wages.

At the outset the question may fairly arise whether, in view
of the establishment of the Department of Labor at Washington,
the Federal census should continue to gather statistics of wages.
This bureau was created for the purpose of investigating labor
problems. It has already published much information relating
to wages; and is, at the present time, preparing a report upon
wages paid in the leading countries of the world.*®

If a permanent census bureau should be established and
should undertake the systematic collection of wage statistics, it
would appear to be duplicating the work of the Department of
Labor. If, on the other hand, the Census Office should remain
a temporary affair, we may fairly doubt whether this particular
field of investigation could not be covered more satisfactorily by
the Department of Labor with its permanent organization.
There is reason for thinking that even the special agents ap-
pointed by the census to collect statistics of manufactures do
not always have the time or training for the work of gathering
accurate data concerning wages. It seems probable that better
results could be secured by placing additional funds at the dis-
posal of the permanent labor bureau. Such an investigation
might not cover as much ground as the census, but the im-
proved quality of the materials might well counterbalance the
greater quantity of the census returns. This would be especially

“ Am. Stat. Ass’'n Publications, Vol. s, p. 373; Eleventh Annual report of the
Commissioner of Labor, Vol. 5.
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true of that portion of the census statistics that may have to be
left in the hands of the ordinary enumerator.

One other point is worthy of consideration. The census returns
necessarily cover but single years at intervals of a decade. The
periods when the census materials are gathered may happen to
be abnormal, so that by this fact alone any comparison of re-
sults from one decade to another may be vitiated. Then, too,
important fluctuations may take place within each decade, and
upon these the census can give no information. Such considera-
tions induced Massachusetts to provide for annual statistics of
manufactures. Finally, the publication of census returns seems
to be necessarily such a slow process that no inconsiderable
advantage might result from the prompter methods of the De-
partment of Labor.

Assuming, however, that the census, in its investigations con-
cerning manufactures, is to continue to gather data concerning
wages, we may consider what should be attempted. In doing
this, we should remember that the principal purpose of the
census investigations is to gather information concerning manu-
factures. The questions relating to total wages and employees
should, therefore, be framed with this primary object in view.

For this last reason, the census should continue to investigate
the total wages paid, as an important element in the expenses of
manufacturing industry. But it may be doubted whether the
data thus gathered should be used for the purpose of computing
average yearly earnings of laborers. In any event, the utterly
incomparable character of the statistics of the eleventh and pre-
ceding censuses should be set forth so clearly as to offer no
possible excuse for the further misuse of their figures.

If the computation of the average yearly earnings is con-
tinued, the twelfth census should carry on the work, commenced
by the eleventh, of ascertaining the average earnings of workers
in each occupation, separating in all cases men, women, and
children. Such data could be used for some purposes, since the
averages thus computed would be based upon units of some de-
gree of homogeneity. The results would be further improved if
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they could be more fully classified by sections of the country.
Furthermore, a separate table might be prepared, from which
the notoriously incorrect materials gathered by the ordinary
enumerators outside of the cities and towns could be excluded.
This was accomplished in the eleventh census in the separate
volume devoted to the principal industrial centers. For all these
purposes it would matter less whether the divisor should be the
average number of employees or the fofal number, provided
that future censuses should adopt a uniform method of pro-
cedure.

It has been suggested that wage statistics should investigate
only the earnings of laborers steadily employed in each estab-
lishment, because other workers are largely migratory or incapa-
ble.”® It is urged that we should endeavor to ascertain primarily
the earnings of capable laborers who are steadily employed dur-
ing the months that each establishment is in operation. The
importance of studying the numbers and condition of transient
employees is not denied, but it is considered best to make this
the object of an independent investigation. This point seems to
be well taken, provided that it is feasible to separate the two
classes of laborers. But it may be impossible to introduce such a
feature into the investigation concerning manufactures, and an
independent inquiry might be needed in order to accomplish
such a result.

The writer has already expressed the belief that the most
valuable wage statistics contained in the eleventh census are to
be found in the tables of classified weekly rates. The advantage
of such a method is that it deals largely with actual facts, and
does not employ averages that may be unreal and misleading.
Such statistics, when properly tabulated, enable the student to
ascertain exactly what rates of remuneration the great mass of
the laborers is receiving.

Besides tabulating such returns so as to show, for each class
of laborers, the numbers employed at each rate, and the per cent

% See Mayo-Smith, in Quarterly Journal of Economics, Vol 2, p. 397, f.;
Von Meyr, in Allgemecines statistisches Archiv, Vol. 2, p. 135.
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which such numbers bear to the total number of persons in each
group, the results might be presented graphically according to
the method suggested by Dr. Venn.®* This consists in drawing
a base line that shall represent the different rates of wages, and
then constructing ordinates denoting the relative numbers of
laborers receiving such specified rate. This plan would make it
possible to plot a curve that would represent accurately the con-
dition of the wage earners at a given time. Between different
periods, changes in the shape of the curve would indicate the
course of weekly rates of wages.

Tables of weekly wages need to be supplemented by statistics
showing the number of weeks of full working time the oper-
atives are able to secure in the course of the year. Such inquiries
fall easily within the scope of the census of manufactures. With
their use, the tables of weekly rates would furnish most valuable
information concerning the course of wages in manufacturing
industries.

" Journal of Roval Statistical Sociely, Vol. 64, p 445.



THEORY OF THE BALANCE
OF TRADE'

HE rapidity with which exports of American products

have increased in recent years has served, naturally
enough, to stimulate discussion concerning the unprecedented
balance of trade which now stands in “favor” of the United
States. Not a few writers seem to believe that the extraordinary
excess of exports over imports has made our foreign trade pe-
culiarly profitable to the country, and there has been a marked
revival of some of those theories which are associated with
the name of the mercantile school of the seventeenth and eigh-
teenth centuries. Such conditions will justify renewed study of
that time-worn topic, the “Balance of Trade.”

1

Mercantilism arose in the period when the precious metals
discovered in the New World began to find their way into circu-
lation in the various countries of Europe. One cardinal tenet
of the school was that the statesman must exercise especial care
to secure for his country a sufficient stock of treasure in silver
and gold. Spain and Portugal received directly from their colo-
nies the riches that the treasure ships brought each year from
the Indies; but England and other countries, whose dependen-
cies contained no mines of the precious metals, could, mani-
festly, obtain new supplies of specie only by way of trade. For
this reason, an excess of exports over imports, which might be
settled by an inflow of gold or silver, was considered a “favor-
able” balance of trade, and became an object of solicitude to
statesmen and to writers upon economic subjects. ’

Two circumstances aroused endless discussion of the balance

! Reprinted from North American Review, Vol. 173 (July, 1901), pp. 111-33.
Reproduced by generous permission of the publishers.
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of trade in England from the early decades of the seventeenth
century. The East India Company was obliged to export specie
each year to pay for the goods it obtained from the East, where
there was little demand for English products. Then, the trade
with France was believed to result in a balance unfavorable to
England, so that it was thought that her traditional political
rival was draining the country of its treasure. Partisans of the
East India Company, such as Thomas Mun, insisted that the
exportation of treasure to the East did no harm, because it was
exchanged for products that were sold, at a still larger gain, in
many countries of Europe; but the unfavorable balance in the
French trade occasioned serious anxiety. Several times, com-
merce with France was absolutely prohibited; and at all periods
heavy duties were imposed upon the staple imports from that
country. Yet this branch of trade was long viewed with jealous
eye; and writer after writer made elaborate calculations of the
amount of treasure lost by the dealings with France, prophesy-
ing the utter ruin of the kingdom. “Make a law,” they said,
“to prohibit French trade: you need no wine and few of his
commodities; and France will grow poor, while we grow rich.”

Meanwhile, various Tory writers, such as Child, North and
Davenant, less hostile to France, had argued that an unfavor-
able balance in dealings with a particular country need cause no
alarm, because commerce with other countries resulted in a net
excess of exports on the entire trade of the nation. But the
theories of the mercantilists were not effectually controverted
until the time of David Hume and Adam Smith. Hume con-
tended that money, whenever the means of communication are
open, brings “itself nearly to a level,” and that its purchasing
power cannot vary greatly in different nations. Spain and Portu-
gal, he said, could not by any laws keep within their borders
all the treasure brought from the Indies, since such a course
would merely lower its purchasing power in those countries, and
hasten its export to other places where it would command more
commodities. Prices south of the Pyrenees could not be much
higher than in France, since otherwise gold and silver would
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flow northward in exchange for cheaper products. He said that,
if the various states of the old Saxon Heptarchy had maintained
separate existences, each kingdom would have worried over the
balance of trade. Moreover, Hume attacked that insane ‘“jeal-
ousy of trade” which marked the commercial relations of the
various European states; and insisted that, since a wealthy man
or country is a better customer than a poor one, “the increase
of the riches and commerce in any one nation, instead of hurt-
ing, commonly promotes the riches and commerce of all its
neighbors.” .

It remained for Adam Smith to deal the death-blow to the
theories of the mercantilists. He contended that all natural
trade is profitable, and that its profit consists, not in the specie
it may bring into the country, but in the addition it makes to
the annual produce of the land and labor of the nation. The
mercantilists, he said, had prophesied the ruin, through an
unfavorable balance of trade, of every commercial country in
Europe; and their forecasts had been discredited invariably. All
the treasure that flowed from Peru and Brazil could not be re-
tained by Spain and Portugal; and every attempt of those coun-
tries to check the outflow of specie merely tended to increase
prices and to give other nations ‘double advantage” in their
commerce with the Peninsula, by raising the prices obtainable
for imports sent thither, while making domestic products dearer
and more difficult to export at a profit. Since the publication of
the “Wealth of Nations” few economists have thought it neces-
sary to trouble themselves over imaginary evils resulting from
the balance of trade.

But recent developments in our foreign trade have led to the
expression of views that differ but slightly, if at all, from the
theories of the old mercantilists. We are said to be now creating
a favorable balance of trade equal to $1,300 for every minute
of the day; while England, Germany and France are ‘“writing a
total of over one billion on the wrong side of the ledger” for each
year’s transactions. In foreign trade, we are told, it is, as in the
philosophy of Mr. Micawber: “Annual income twenty pounds,
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annual expenditures nineteen six, result happiness. Annual in-
come twenty pounds, annual expenditures twenty pounds ought
and six, result misery.” Then we read passages like the follow-
ing:

Never before in the history of the United States were the profits
from foreign business so large as in 1898 and 1899. By profits, I mean

the excess in value of the goods sold—that is, exported—over those
bought—that is, imported.

When the country imports more than she exports, she is said
to be “a loser by her foreign trade,” and “all the great nations
of the earth,” with the exception of Russia and the United
States, are declared to suffer enormous “losses” by importing
more than they export. True, an occasional writer recognizes
that our excess of exports is offset, to some extent at least, by
invisible items of international indebtedness; while sometimes
it is realized that the unfavorable balances of older countries
mean cheaper food and raw materials for the people, and rep-
resent also the return upon foreign investments of capital or the
earnings of merchant marines. But the revival of mercantilist
theories is sufficiently marked to deserve recognition as a gen-
eral tendency in the thought of the day.

II

With this general subject of international trade, it is noto-
riously true that the average man does not look with great favor
upon reasoning based upon principles of a general and abstract
character; while immediate results or events lying upon the
surface of things create a far more powerful impression than the
ultimate consequences of underlying forces. For this reason, the
attention of the reader is now invited to a survey of the foreign
exchanges of the United States during the years that have
elapsed since the establishment of American independence. By
such a study of simple historical facts, it may be possible to en-
force more successfully than in any other manner some element-
ary truths concerning the real significance of the balance of trade.

A preliminary word is necessary regarding the sources of in-
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formation. Statistics of international commerce always contain
an element of error, and this is especially true of the only data
available for the early decades of our national existence. Prior
to 1821 imports admitted free of duty were not reported at all,
and the rest were not valued in a satisfactory manner; while
the valuation of exports did not receive sufficient attention from
the customs authorities. The statistics now accepted as official
for this period were made up in 1835. Beginning in 1821, the
Annual Reports on Commerce and Navigation were published
with greater or less regularity, and there has probably been a
constant improvement in the character of our commercial statis-
tics. For many of the items, other than exports or imports of
merchandise, that contribute to the international dealings of the
United States, no official data are obtainable, and we are com-
pelled to rely upon mere estimates that sometimes have a de-
cidedly conjectural character. Precise computation, therefore,
is impossible. The most that can be done is to demonstrate what
the general tendencies have been in each epoch investigated.

(A.) The first period that we shall study extended from
1789 to 1820. It witnessed a rapid growth of our commerce up
to the year 1807, when such events as the Embargo, Non-Inter-
course Acts, and the War of 1812 affected all industry most in-
juriously. After the restoration of peace in 1815, a period of
wild speculation, fostered by an inflation of the currency, en-
couraged large importations of foreign products. These were
viewed as a sign of prosperity while the “boom” lasted, but were
styled an inundation of European goods as soon as the specula-
tive fever abated. The reaction, however, lowered prices and
checked the flow of imports, which decreased automatically
from $147,000,000 in 1816 to $74,000,000 in 1820.

For the entire period of thirty-one years, the estimated im-
ports of merchandise and specie amounted to $2,350,000,000,
while exports were placed at $1,839,000,000, an “unfavorable”
balance of $511,000,000. Nor was this our only item of inter-
national indebtedness. Foreign capital was largely represented
in the debt of the federal government, and had been invested in
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the stocks of the first Bank of the United States and in other
enterprises. For interest on all such investments we owed, for
the entire period, a sum that is estimated at $200,000,000 or
more. But the amount due for the excess of imports and the
interest on foreign capital had been balanced readily by the
earnings of our merchant marine. The tonnage of the ships regis-
tered for the foreign trade amounted for the entire period to
20,000,000 tons engaged in traffic for one year. One estimate
places the “balancing power,” or international earnings, of our
shipping at $20,000,000 annually from 1789 to 1815; and an-
other reckons the earnings at $800,000,000 for the period now
under consideration. The neutral position of the United States
during the wars that engaged the attention of Europe for so
many years had enabled American vessels to carry the larger
part of our exports and imports, besides earning large sums in
trade between different foreign ports. By this means, therefore,
we had paid our international indebtedness, and had been en-
abled probably to import a considerable net balance of gold and
silver.? So far, then, from the country being drained of its
money in payment for the balance of imported merchandise,
the banks held not less than $20,000,000 of specie in the year
1820; while Gallatin and Crawford estimated that there had
never been more hard cash in circulation.

The situation was analyzed correctly by Timothy Pitkin in
1817. He showed that a cargo of flour shipped to Spain in an
American vessel would be valued at $47,500 at domestic prices,
and would figure at this amount in the returns of our exports.
If the flour were sold in Spain at the usual advance necessary
to cover freight, insurance, commissions, and a fair profit, it
might command as much as $75,000. Then, if the proceeds from
the sale were invested in a return cargo that would be valued
at our custom houses according to the prescribed methods, the
final result of the voyage would be the importation of com-

?The balance of $511,000,000 due on the excess of imports does not show the
facts regarding the movement of specie, since the estimates do not separate the two
items of merchandise and specie prior to 1821.
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modities that exceeded very greatly the value of the original
exports. Therefore, he contended that, if the imports had not
shown an excess, our ships would have incurred a loss on their
voyages.

(B.) From 1821 to 1830, our commerce showed no material
increase over the first period. For this decade, imports of mer-
chandise aggregated $729,000,000 and exports were placed at
$694,000,000, an ‘“unfavorable” balance of $35,000,000, which
was slightly reduced by a net exportation of $2,400,000 in
specie. The indebtedness of the country was increased still fur-
ther by whatever sums were due to foreign investors. Although
the United States was reducing its public debt and returning
considerable amounts of capital to foreign owners, the States
had began to contract debts, and borrowed during the decade
$26,469,000. We may assume, therefore, that the sums returned
to foreigners by the federal government were reinvested in State
securities, and that the annual interest charge against the coun-
try remained nearly stationary. Moreover, Americans were be-
ginning to indulge more extensively in foreign travel, so that a
new item of indebtedness affected the exchanges. The sums ex-
pended by our travellers, however, were offset in part by the
money brought here by immigrants, who numbered 150,000
during the decade.

Whatever the indebtedness of the country may have been on
these various accounts, the earnings of our merchant marine
sufficed to pay it, and to turn the exchanges in favor of the
United States at the close of the period. After 1821, we have
statistics showing the amounts of exports and imports carried
in American and in foreign vessels. From this time, the net
result of the carrying trade can be computed upon the following
basis. Since American consumers must bear the expense of
bringing merchandise to this country, the freight charges on
goods brought in foreign vessels will be reckoned as an element
in our international indebtedness; while the sums earned by
American vessels in the import trade will be considered to have
no effect upon the foreign exchanges. Similarly, with our ex-
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ports, we shall estimate that other countries are indebted to the
United States for freights on goods carried in American vessels,
and that cargoes shipped in foreign bottoms may be omitted
from our computations. Estimates of the probable proportion
between freight charges and the values of the products carried
range from ten to fifteen per cent. We may, therefore, place
the cost of ocean carriage at twelve and a half per cent; and this
estimate may continue to be used until, for recent decades, it
becomes possible to replace it by a better one.

From 1821 to 1830, exports carried in American vessels ag-
gregated $666,090,000, on which the freight charges would be
about $83,000,000; while imports brought in foreign bottoms
were placed at slightly more than $51,000,000, which would be
subject to a charge of something more than $6,000,000. Thus,
our merchant marine earned from foreign countries about
$77,000,000, which would be somewhat increased by the profits
from carrying goods between foreign ports. Again, therefore,
our ships earned enough to balance the indebtedness incurred
on other accounts; and, in 1829 and 1830, the net imports of
specie amounted to $8,400,000, while foreign exchange was
quoted in favor of the United States.

(C.) The third period extends from 1831 to 1840. For the
first six or seven years the country was engaged in an extraor-
dinary speculative movement, which was followed by the in-
evitable reaction and business depression. Population ad-
vanced at a rapid rate, immigration became very large, and
sales of public lands increased greatly. The State banks were
enabled to expand their note issues from $61,000,000 in 1830
to $103,000,000 in 1835, the notes being used in payment for
the lands occupied by settlers. Then, in 1836, the federal gov-
ernment distributed $28,000,000 of surplus revenue among the
States, this money finding its way into the banks which in-
creased their issues to $149,000,000 by the year 1837. Such an
inflation of the currency raised prices and invited large im-
portations of merchandise. Thus, our imports rose from
$62,720,000 in 1830 to $176,579,000 in 1836; while exports in-
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creased much less rapidly. When the speculative mania ended
in the crisis of 1837, imports immediately decreased; but, for
the entire decade, importations of merchandise exceeded ex-
ports by $159,700,000.

More than this, the movement of specie showed for the ten
year an excess of imports amounting to $50,650,000; so that
on these two accounts the balance of importations was not less
than $210,000,000. This sum was far larger than the earnings
of our merchant marine, which amounted to $90,000,000. How
shall we account for the unsettled balance of $120,000,000?

The explanation is found in the large investments of Euro-
pean capital that were placed in the United States during this
period. Between 1830 and 1838, various States that had under-
taken internal improvements created debts amounting to
$147,835,000. For this purpose, bonds were sold in other coun-
tries, and foreigners became indebted to America for the princi-
pal of the loans. Two circumstances, however, contributed to re-
duce the claims which the country held against foreigners on this
account. The debt of the federal government, which amounted
to $39,123,000 in 1831, had been paid in full by the year 1835;
and a considerable part of these securities had been owned in
Europe. As a result, foreign investors had been able to pur-
chase some of the State bonds by the simple reinvestment of
funds already standing to their credit in the United States. In
the second place, no small amount of interest had accrued upon
federal and State securities during the decade, and this item
may have amounted to thirty or forty millions.® Foreign in-
vestors, therefore, owed the United States $147,835,000, less
that part of the principal of the federal debt, and of the interest
accruing upon all securities, for which this country was indebted
to European capitalists. After making such deductions, it is
evident that our large imports of merchandise and specie had
been made necessary by the movement of foreign capital toward
the United States.

* Lest this estimate should appear too small, it will be well to add that, of

the $147,835,000 invested in state bonds, $107,823,000 was placed in this coun-
try after 1835
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(D.) The next decade opened with two or three years of
continued depression, but conditions improved after 1844, and
subsequently the foreign commerce of the country began to
show a decided increase. In 1847, the exchanges were affected
greatly by the famine that followed the failure of the potato crop
in Ireland. This event caused a remarkable increase in our ex-
ports of breadstuffs, which rose from $7,445,000 in 1845 to
$53,262,000 in 1847. The result was that our exports of mer-
chandise exceeded imports, in the year last mentioned, by
$34,317,000. Such a sudden disturbance of trade caused a net
importation of specie amounting to $22,214,000. This large
inflow of money altered the condition of the exchanges; so that
in 1848, imports increased by $26,000,000, while exports de-
clined more than $18,000,000, and a balance of $9,481,000 of
specie was exported.

From 1841 to 1850 the imports of merchandise aggregated
$1,180,000,000, and exports were estimated at $1,195,000,000.
Thus a small balance of something less than $15,000,000 stood
to the credit of the United States. At the same time, imports of
gold and silver had exceeded exports by $21,830,000; so that
the movements of merchandise and specie had reached ap-
proximately a condition of equilibrium. From this fact, one
would infer that the invisible items of exchange must show a
similar balance. Now, what are the facts?

The panic of 1837 had checked the growth of State debts.
In 1841, the aggregate indebtedness of the State and local gov-
ernments was not much more than $216,000,000. When the
States retired from industrial undertakings, the field was left
open for business corporations, which constantly increased in
number, and began to find in Europe a market for a part of
their securities. Thus investments of foreign capital, which
were estimated at $200,000,000 in 1840, were supposed to
amount to $261,000,000 in 1853. For the decade they may
have averaged $225,000,000, upon which the aggregate inter-
est charges would amount to $135,000,000.

But this debt to holders of American securities was di-
minished by the $40,000,000 or $50,000,000 of new capital that
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sought investment in this country; so that our foreign indebted-
ness on this account was $85,000,000 or $95,000,000.

Upon the other hand, our merchant marine carried away from
our shores exports that exceeded by $690,000,000 the imports
that were brought to this country in foreign vessels. Therefore,
on account of ocean freights, the United States was entitled to
a credit of $86,000,000, which would balance approximately
the interest due to foreign holders of American securities. Car-
goes carried by our ships between foreign ports increased the
earnings of the merchant marine; and were sufficient, perhaps,
to balance any foreign outlays occasioned by the operations of
our army during the Mexican War. Since specie exports ex-
ceeded imports in 1850 and 1851, we may conclude that some
debts remained unadjusted at the close of this period.

(E.) In the ensuing decade our foreign commerce increased
nearly 125 per cent over the figures for any previous period of
equal length, and merchandise imports exceeded exports by
$355,800,000.

Passing over, for the moment, the movement of specie, we
find that State and local debts increased by $100,000,000 dur-
ing the decade; while 21,000 miles of railroad were constructed,
for which large amounts of iron rails were imported in exchange
for newly issued securities. Foreign investments may have
amounted to some $300,000,000 or $350,000,000, upon an aver-
age; but it is difficult to secure any satisfactory estimates. The
annual interest charges may have been some $18,000,000 to
$21,000,000, and, if we deduct $80,000,000 for new invest-
ments, we may place the debt due to foreign capitalists at from
$100,000,000 to $130,000,000 for the decade. Thus, the United
States was a debtor for $355,000,000 of imported merchandise,
for $100,000,000 to $130,000,000 on interest charges, and, per-
haps, for an unsettled balance from the year 18s0.

To meet these claims, the profits of the merchant marine
proved wholly inadequate. The net earnings of our ships
amounted to no more than $158,000,000. Evidently, some new
cause had been operating to disturb the exchanges, and to in-
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crease our obligations beyond the point where the earnings of
our ships could establish an equilibrium.

We must now return to the movement of gold and silver.
Upon the opening of the California mines, our domestic gold
output suddenly rose, from insignificant proportions, to
$50,000,000 in 1850; and subsequent years showed a still larger
product, which was several times as great as the amount secured
annually from all countries of the world prior to 1845. From
1851 to 1860, the aggregate production of gold in the United
States equalled $550,000,000, and this was five or six times
the estimated specie circulation of the country in any year be-
fore the discoveries in California. The money in circulation in
1850, including bank notes as well as specie, was no more than
$285,000,000, or about $12 per capita. If the new gold could
have been retained in the country, our circulating medium
would have risen to $835,000,000 for the year 1860, or $26.60
per capita. Such a sudden inflation as this would have raised
prices far above the level prevailing in other parts of the world,
put an end to the exportation of many products, and attracted
imports from all quarters of the globe. Therefore, the new
gold began to flow out of the country, after prices had been
raised to a point at which the import trade could increase suffi-
ciently to produce this result; and, from 1851 to 1860, we
exported a net balance of $417,608,000. By 1860, our specie
circulation had risen to $235,000,000, an increase of
$81,000,000 in ten years; while the issues of bank notes had
grown to $207,000,000, giving the country a supply of money
that averaged $14.06 per capita. The United States had be-
come one of the leading gold producing regions, and the course
of the exchanges was inevitably altered.

(F.) Even more instructive was the period that extended
from 1861 to 1873. The fiscal year 1860 had been marked by
great prosperity, and both exports and imports were larger than
at any former time. But the Civil War wrought havoc with our
foreign trade, which, in the space of two years, shrank to little
more than one-half of the proportions reached in 1860. Espe-
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cially marked was the decline in our exports of cotton, which
decreased from $191,800,000 in 1860 to an average of
$11,700,000 from 1861 to 1865. But in 1863 the volume of for-
eign trade began to increase; and, after the restoration of peace,
the expansion was very rapid.

In 1862, the federal government began to issue inconvertible
paper, which produced an inflation of the currency, raising
prices and intensifying the speculative movement naturally in-
duced by the enormous public expenditures for military pur-
poses. The inevitable result was a large increase of merchan-
dise imports, which rose from $243,000,000 in 1863 to
$642,000,000 ten years later. While it is true, as Cairnes con-
tended, that high prices in inconvertible paper would not tend
to favor the growth of imports because foreigners did not ex-
change commodities for depreciated greenbacks but received
payment in gold, it is certain, also, that the speculative mania
had raised gold prices somewhat above the level prevailing in
other countries, so that the inflow of commodities was greatly
stimulated. For the thirteen years ending in 1873, imports of
merchandise aggregated $5,107,00,000, while exports were
placed at $3,952,000,000, a balance of nearly $1,155,000,000
against this country.

But this was not the only account which foreigners held
against the United States. Our merchant marine had suffered
irreparable damage from the ravages of the Confederate cruis-
ers, and the proportion of our foreign trade carried in American
vessels had greatly decreased. For this entire period the im-
ports brought to our shores in foreign ships exceeded the ex-
ports carried in our own vessels by $1,500,000,000. This gave
rise to a debt of $187,500,000. For the first time in our history,
we were indebted to foreigners on account of the carrying trade;
and the aggregates of our obligations for merchandise and
freight amounted to $1,342,000,000.* Moreover, it was esti-

*The sum due for freight should, however, be considerably reduced; because
many American vessels had been registered under foreign flags, and the earn-
ings of such ships should not be credited to foreign account.
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mated by David A. Wells, in 1869, that American travellers
were then spending $25,000,000 annually in foreign countries,
and the money brought here by immigrants could not have
counterbalanced such an outlay. But there were other inter-
national transactions that restored the exchanges to an equilib-
rium,

In the first place, the net exports of specie during the thirteen
years had amounted to no less than $677,822,000, this sum rep-
resenting nearly nine-tenths of the output of our mines at this
period. The rest of our foreign indebtedness was settled by the
flow of European capital into the United States. From 1861 to
1863, there seem to have been large withdrawals of foreign in-
vestments on account of the disturbed conditions caused by the
war, but, during the next ten years, the movement of capital
turned in the other direction. The federal government had in-
curred an interest-bearing debt of $2,381,000,000, State and
local indebtedness had increased by some $500,000,000, while
39,642 miles of railways had been constructed. Foreign in-
vestors were attracted by the securities issued for these purposes.

In 1868, Secretary McCulloch estimated the foreign invest-
ments at $850,000,000, exclusive of railway stocks. The follow-
ing year, Mr. Wells computed that $1,100,000,000 of federal
and local securities were held in other countries, while
$365,000,000 of European capital had been placed in railway
and other enterprises. Even if this estimate was too large in
1869, we may be certain that not less than $1,500,000,000 of
foreign investments had been made by 1873; because the in-
flow of capital had been very rapid during the interval, amount-
ing to $100,000,000 for the first eight months of the latter year.
Now, if we place the withdrawals of the years 1861 and 1862 at
$200,000,000, it may be considered that foreign capitalists were
indebted to the United States for $1,300,000,000 on account of
the principal of new investments. This debt would be decreased
by the interest charges that had accrued prior to 1873, but the
precise amount of this allowance cannot be determined. Re-
membering, however, that most of the capital came to the



72 THEORY OF THE BALANCE OF TRADE

country after 1863 and that the interest was stated at
$88,000,000 in 1869, we may estimate it as equivalent to some
$80,000,000 annually for a period of six years. Thus, the aggre-
gate indebtedness of foreign investors would be reduced to
about $820,000,000. This was the item, therefore, which, in
addition to the $677,000,000 of specie exports, furnished the
means of settling the enormous balance due on merchandise,
freights, and travellers’ expenses.

Manifestly, such a condition of the exchanges could not con-
tinue. Even if nothing had occurred to check the inflow of for-
eign capital, the growing interest charges would have exceeded
ultimately the annual investment of principal. In 1869, Mr.
Wells had prophesied that exports of merchandise must in-
crease, sooner or later, in order to pay for the interest accruing
to European capitalists. More explicitly still, in 1873, Professor
Cairnes wrote:

These considerations lead me to the conclusion, that the present
condition of the external trade of the United States is essentially ab-
normal and temporary. If that country is to continue to discharge her
liabilities to foreigners, the relation which at present obtains between
exports and imports in her external trade must be inverted. . . . This,
it seems to me, is a result which may be predicted with the utmost con-
fidence. The end may be reached by an extension of exportation, or by
a curtailment of importation, or by combining both these processes,
but by one means or the other reached it will need to be.

Proceeding a step further, Cairnes showed that the excess of
exports over imports could not be established unless the high
prices then ruling in this country should be materially lowered,
or prices in Europe should show a considerable advance; and he
considered it probable that the change would come about by a
fall of prices in the United States sufficient to make importa-
tion more difficult and exportation more profitable. Such a de-
cline of the price level would probably ‘“come with a crash,”
so that he looked forward ‘“to the immediate future of American
trade as a period of much disturbance and fluctuation, culminat-
ing, it is possible, from time to time, in commercial crises.”
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Before his book appeared, these prophecies were in course of
literal fulfillment.

(G.) The last period extends from 1874 to 1896, subsequent
years being reserved for discussion in our final paragraphs. In
September, 1873, the whole fabric of ten years’ speculation
utterly collapsed, while prices fell to a point at which imports
must decrease and exports could expand. In 1874, for the first
time in twelve years, exports of merchandise exceeded imports;
and this condition was maintained in eighteen out of the next
twenty-two years. By the close of the fiscal year 1896, the ex-
ports for the entire period stood at $17,479,000,000, while im-
ports were placed at $15,190,000,000, a “favorable” balance of
$2,289,000,000. In addition to this, exports of specie showed an
excess of $529,000,000 over imports; so that the United States
was entitled to a total credit of $2,818,000,000. This meant
simply that the country had assumed its normal position as a
debtor nation on the various items of invisible exchanges, and
was paying annually something like $122,500,000 on such
accounts.

In the first place we owed foreign nations for interest upon a
mass of invested capital, which was not less than $1,500,000,000
in 1874, and increased to some $2,000,000,000 before the close
of this period. The rate of interest upon these investments de-
creased from six to perhaps four per cent, as the years passed,
and may have averaged about five per cent. This would make
the annual interest charge stand at $80,000,000 or $90,000,000
upon the average amount of capital invested; so that, for the
twenty-three years, this country owed from $1,840,000,000 to
$2,070,000,000. But this sum would be decreased by the new
investments made during the period, which aggregated
$500,000,000.

Secondly, our foreign merchant marine showed a continual
decline, so that imports brought in foreign vessels exceeded ex-
ports carried in American ships by $9,267,000,000. At the pres-
ent time it is thought that freight charges upon imports are
about ten per cent of the value of the cargoes, while upon ex-



74 THEORY OF THE BALANCE OF TRADE

ports the estimated charges are as high as fifteen per cent.
Upon this basis, the net earnings of foreign ships would ag-
gregate $805,000,000. This item of indebtedness tended to in-
crease, as the proportion of imports in American bottoms de-
clined.

Finally, there were several kinds of debt that cannot be ascer-
tained with much accuracy. In 1869, the annual expenditures
of American travellers were placed at $25,000,000, but for re-
cent years they have never been estimated at less than
$50,000,000. Upon this account, however, a certain reduction
should be made for the money brought into the country by
immigrants and foreign travellers. Then, it is known that con-
siderable amounts of real estate are owned by foreign capital-
ists, and that the rentals upon such property are no small item.
Also, various foreign corporations, such as insurance compa-
nies, conduct a large business in this country; and their annual
profits go to swell the volume of our international indebted-
ness. When all allowances are made for the uncertainty of the
data, enough facts have been presented to account for the
constant excess of exports of merchandise and specie from
1873 to 1896. At the close of the period under consideration, the
invisible elements of indebtedness must have amounted to
$80,000,000 interest upon $2,000,000,000 of foreign capital;
$52,000,000 due to foreign ships; something less than
$50,000,000 expended by American tourists; and indefinite
sums that must have carried the debt up to $200,000,000 per
annum.

II1

From this survey of the progress of American commerce, cer-
tain important conclusions may be drawn concerning the theory
of the balance of trade.

(1.) Exports and imports of merchandise may throw no light
upon the movement of specie, so that a favorable balance may
not result in an inflow of gold nor an unfavorable balance cause
an outflow. From 1831 to 1840, merchandise imports exceeded
exports by $159,900,000, while the net imports of specie
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amounted to $50,650,000. On the other hand, from 1873 to
1896, a favorable balance of trade amounting to $2,289,000,000
was accompanied by a net exportation of $529,000,000 in
specie.

(2.) Many items that are not included in the customs statis-
tics enter into the determination of the foreign exchanges; and
over a period of years, all these elements regulate themselves in
such a manner that the total credits of a nation equal the aggre-
gate of the accounts upon which it stands a debtor.

(3.) Whether imports shall exceed exports or exports rise
above imports, depends wholly upon the position of the country
as a producer of precious metals, or as a debtor or creditor on
account of the movements of capital, of the carrying trade, of
foreign travel, and the like. If capital is seeking investment in a
new country, as was the case in the United States from 1831 to
1837 and from 1863 to 1873, imports must exceed exports; and
this condition will be desirable or undesirable according to the
advantages or disadvantages of the situation that invites foreign
investments. When the inflow of capital ceases, exports must be
sent to pay for the interest that accrues each year; and a favor-
able balance of trade caused in this way will point simply to the
fact that the country is able to pay its debts, and will not indi-
cate a peculiarly profitable condition of trade. If a country en-
gages extensively in ocean carrying, imports of commodities will
tend to exceed exports; and the unfavorable balance will be the
measure of the profits derived from the merchant marine.
Finally, in a country that mines an unusual quantity of the
precious metals, gold and silver will be exported constantly to
other nations where they are less abundant; and this will force
larger imports of commodities. This was the condition produced
by the Californian discoveries, and it continued until our grow-
ing indebtedness to foreign capitalists and ship-owners exceeded
the annual product of our mines and caused an enormous excess
of exports after 1874.

(4.) In all cases, the precious metals are used chiefly to pay
balances, and they form but a very small element in the interna-
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tional exchanges. From 1821 to 1896, the merchandise exports
and imports of the United States aggregated more than
$53,000,000,000, while the entire shipments of gold and silver
were less than $35,000,000,000.

All of these conclusions could be reinforced by a study of the
commerce of other countries. In general, it is the younger and
poorer nations that show an excess of exports over imports,
while the opposite condition prevails in older countries that
possess greater accumulations of wealth. Great Britain has had
an enormous ‘“unfavorable” balance of trade for many years,
and must continue to do so as long as the earnings of her mer-
chant marine and the interest on her foreign investments remain
as large as they are at the present time.

The general conclusion is, therefore, that the movements of
merchandise indicate nothing more than the position which a
country occupies as a debtor or a creditor upon account of the
invisible exchanges that form so important an element in inter-
national transactions.

But this statement of the case is not wholly complete, and
needs to receive one important qualification before it can be ac-
cepted by the practical financier. From his point of view an
excess of imports or of exports is frequently a matter of great
important. Both domestic and foreign exchanges are conducted
by means of a complicated system of credit, the volume of which
greatly exceeds the reserves of ready money that serve as its
foundation. At those seasons of the year when our exports of
staple products are largest, exchange usually turns in favor of
this country, and gold imports are to be expected. At other
seasons, when imports of merchandise are heaviest, exchange
may turn in the opposite direction and cause an outflow of gold.
Such fluctuations in the exchanges have always existed, and are
natural and inevitable under any system of monetary or com-
mercial policy; but they may be important to the world of
finance.

A favorable turn in the exchanges that results in a temporary
inflow of gold, increases the reserves of the banks, making
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money plentiful and cheap in the financial centers; and such
conditions are favorable to business activity. Upon the other
hand, a movement of specie away from the country tends to
decrease the reserves, harden the money market, and raise the
discount rate. All this, however, is a matter of temporary im-
portance if the currency of the nation is upon a thoroughly
sound basis, and if the general condition of business is healthful.
When gold imports lower the rate of discount, prices of mer-
chandise and securities rise, and conditions are favorable for
increased importations of foreign goods. Moreover, this tend-
ency is accentuated by the concomitant fall in the rate of
sterling exchange, which increases the profits that importers
derive from their transactions. The result is that the tide soon
turns in the opposite direction, and the inflow of gold is checked
automatically. When, however, exchange rises to the point that
makes gold exports necessary, discount rates are increased,
prices tend toward a lower level, foreign bills drawn against ex-
ports yield a larger profit, and trade is given a counter impulse
that restores the equilibrium.

But the case may be different. If business has been moving
onward upon a course of mad speculation, straining to the ut-
most the delicate mechanism of credit, an unfavorable turn of
the foreign trade may cause exports of gold at a time when
specie reserves are all too small to withstand such a strain. Thus
it is that panics are precipitated. If, in addition, the currency
of the country is unsound, the importance of a rise in sterling
exchange is greatly magnified. From 1878 to 1893, the United
States was engaged in reckless experiments with its paper and
silver money. The federal treasury had undertaken to circulate,
at a parity with gold, a mass of debased currency the amount of
which steadily increased under the operation of our laws calling
for purchases of silver; while the banks, which had formerly
supplied whatever specie might be needed for export, felt com-
pelled in 1892 to draw upon the precarious gold reserve which
the government endeavored to maintain. As soon as this oc-
curred, every demand for gold needed in foreign shipments
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caused a drain on the slender reserve upon which the stability of
our monetary system depended. Under such circumstances, an
unfavorable turn of the exchanges was fraught with the direst
peril.

But with these qualifications, the conclusions reached in the
earlier part of our discussion will stand as correct beyond all
reasonable doubt. There can be no greater error than to measure
the advantages derived from the commerce of a nation by the
excess of exports over imports, or to suppose that an unfavor-
able balance is a certain proof that the trade has become un-
favorable. At the same time, a highly speculative market may
well apprehend the consequences of an adverse turn in the ex-
changes; while a nation with an unsound monetary system
will always be the sport of every fluctuation in foreign transac-
tions. Moderation in business activity and the establishment
of a standard of value that cannot be shaken, would rob the
balance of trade of its last vestige of significance.

1v

It remains for us to consider briefly the tendencies that have
manifested themselves in our foreign commerce during the last
five years. Exports have increased enormously during this
period, while there has been no corresponding movement in the
import trade. Nearly all branches of exports have shown a note-
worthy increase; but the most remarkable phenomenon has
been the expansion in the sales of domestic manufactures, which
have risen from $183,595,000 in 1895 to $433,851,000 in 1900.
For the four fiscal years ending June 30, 1900, our total ex-
ports aggregated $4,903,000,000, while imports amounted to no
more than $2,927,000,000, a balance of $1,976,000,000 on the
side of the exports. Moreover, the returns for the first eight
months of 1901 show a further excess of exports to the amount
of $491,000,000.

No statistical data that have been produced offer an adequate
explanation of this phenomenon. For the four fiscal years ending
in June, 1900, exports had exceeded imports by $1,976,000,000;
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while the net importation of specie had amounted to only
$94,670,000, leaving a balance of $1,881,000,000. This would
be reduced by the interest due on foreign investments, which
may have ranged from $80,000,000 to $100,000,000 per annum,
a total of $320,000,000 to $400,000,000 for the four years. The
sums paid to foreign ship-owners aggregated some $191,000,000
during this period. In recent years, the expenditures of American
tourists may have risen above $50,000,000 a year, so that, for
the four years under consideration, our indebtedness on this
account may have equalled $250,000,000. If the other items of
invisible debts averaged $25,000,000 a year, we can make a
further deduction of $100,000,000. But all of these items, even
if we place interest paid to foreign investors at the highest
figures, would amount to no more than $941,000,000, against
a balance to our credit of $1,881,000,000.

Events growing out of the Spanish War may have contributed
somewhat to reduce the unsettled claims standing apparently to
the credit of the United States. For about two and one-half
years, we have maintained an army of some 60,000 men in the
Philippines, and have incurred in this manner debts which have
been increased by the $20,000,000 paid to Spain and by the
expenditures of American warships on foreign stations. Yet with
this deduction, there would remain a balance, apparently unset-
tled, of over $800,000,000 upon the trade of the four years.

In financial circles, two explanations have been offered to
account for this extraordinary situation. In the first place, it has
been suggested that the official statistics have overestimated the
value of our exports. As a general thing, customs statistics
undervalue both imports and exports, and this tendency is usu-
ally more marked in the case of the latter than of the former.
But when domestic prices are very high, it is easy to estimate
the exports at higher figures than are realized upon the actual
sales in foreign markets. Yet a study of the export prices offici-
ally reported shows that our statisticians have, in most cases at
any rate, valued the exports at less than domestic prices; and it
would be hard to demonstrate that overvaluation has actually
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occurred. We know, however, that many of the trusts have sold
their surplus stocks in foreign markets at prices that are very
far below the charges exacted from domestic customers, and
that some manufacturers not connected with combinations have
done the same thing. This would make it probable that exports
may have been overvalued to a certain extent.

A second explanation is that, in recent years, American
money has been seeking investment abroad, while a consider-
able amount of foreign capital has been withdrawn from the
United States. Since March, 1900, no less than $118,000,000 of
British, German, and Swedish securities have been sold in this
country, and it is entirely possible that other investments have
gone unrecorded. Concerning the alleged withdrawal of capital
formerly invested in the United States, no reliable information
is accessible in the writer, but leading financial authorities have
declared that Wall Street has had no knowledge of such an
influx of securities during the last two or three years. Upon
the whole, it seems probable that this country now holds un-
settled claims to a considerable amount against foreign nations.
But, since it is not to be supposed that we have given away the
surplus of exported commodities, our outstanding credits cannot
exceed greatly the balances carried by international banking
houses.

A word concerning the probable development of American
commerce during the next decade may not be out of order. In
the first place we may enquire whether conditions will remain
such as to allow the enormous balance of exports to continue.
There are only three forces that may operate to produce this
result. If the accumulated wealth of the United States has now
become so great that our investors can find better openings in
other lands, as, for instance, in colonial dependencies, an excess
of exports will result from the outward flow of capital, until the
time is reached when the interest charges exceed the annual
increment of principal. This force, therefore, will, at the most,
prove to be of comparatively short duration. Another possibility
is the withdrawal of foreign investments now placed in the
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United States, which would be a second cause of an excess of
exports. This force, however, would spend itself in the course of
a few years; and, moreover, the removal of uncertainty con-
cerning our standard of value ought to lessen the motive for the
withdrawal of capital. Finally, there is the chance that our new
foreign policy may entail the continued support of large armies
in distant parts of the globe, which would tend toward a balance
of exports. But the desire for strenuous living seems, upon the
whole, more likely to show an abatement than an increase; and,
if this forecast proves correct, military outlays will not intensify
permanently the forces making for an excess of exports over
imports.

Upon the other hand, counteracting causes may develop that
will contribute to reduce our annual indebtedness to foreigners
on account of the invisible items of the exchanges, and eventu-
ally will make an excess of exports an impossibility. First
among these influences will be the revival of our foreign carry-
ing trade.

The flourishing conditions of our merchant marine from 1790
to 1855 was mainly due to our possessing a cheap and abundant
supply of ship timber. With the advent of the iron and then the
steel vessel, this industry was certain to decline, so long as the
American price of iron ranged above that prevailing in England.
Recent years have reversed conditions in this respect, and the
astonishing development of our iron and steel production will
furnish shipbuilders with an opportunity which, as recent events
show, they are likely to improve. To the extent by which, during
the next decade, American vessels recover their share of the
carrying trade, our indebtedness to foreigners upon this account
will tend to decrease, and one cause for an annual excess of
exports will be removed. A second influence will become opera-
tive if investments of American capital in other countries show,
as they are likely to do, a tendency to increase. Temporarily,
this movement will cause an outflow of commodities; but,
sooner or later, the annual interest will be sufficient to produce
an opposite tendency. So far, then, as indebtedness on account
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of capital is concerned, we may expect that conditions in the
United States will come to resemble those which prevail in
older nations which receive each year large imports of commodi-
ties that represent the earnings of invested capital. Finally, it
should never be forgotten that this country furnishes a large
part of the world’s annual supply of gold and silver. If the
interest upon our own foreign investments and the earnings of
our ships ever equal or exceed the claims which are due to other
countries upon these two accounts, then the product of our
mines will turn the scale in favor of imports and put an end to
the present excess of exports.

Upon the whole, it may be predicted that the existing condi-
tion of our foreign exchanges cannot continue for many years,
and that, possibly before the present decade has passed, the
relation between our import and export trades must be radically
altered. This is not to say that exports must necessarily show
an actual decrease, since the exchanges may be corrected by an
increase of imports. But if conditions are such as to make the
latter process difficult or impossible, then the former alternative
will be forced upon us. Every dollar earned by foreign invest-
ments of American capital, or by a renascent merchant marine,
will cancel an equal debt now owed to other nations upon these
accounts, and will make it impossible to sell our present volume
of exports without receiving a larger quantity of imports. The
present balance of exports is due to our position as a debtor
country on the many invisible accounts of the foreign ex-
changes; and, as we advance to the rank of a creditor nation, we
must consent to receive our payment in the products that will
represent the profits of our ships or of our capital.

Our recent unbounded prosperity has culminated in a specu-
lative movement that has surpassed previous records. Unques-
tionably the rage of speculation has exceeded all reasonable
bounds, and is likely to be followed by a reaction of equal inten-
sity. While prudent men are even now putting their houses in
order, the larger number will continue their overtrading until
the storm bursts upon them. At such a time the foreign ex-
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changes will assume a position of great temporary significance.
While various European markets have experienced for some
months the reaction that is certain to be felt in this country
before the accounts of recent years can finally be closed, our
own prosperity has suffered no material abatement, and we are
able as yet to detect no certain signs of danger. To the firm con-
dition of our markets the recent developments of our foreign
commerce have contributed most powerfully, because our inter-
national position is so strong that no slight shock could start an
outflow of gold sufficient to test the strength of the gigantic
fabric of speculation; and, as long as present conditions con-
tinue, our day of reckoning may be postponed. In such matters
it is usually the unexpected that happens, and no one can foresee
the precise course of the events that will ultimately precipitate
the crisis; but of one thing we may be assured. Unless untoward
domestic occurrences intervene to cause the initial shock, the
next turn of the foreign exchanges will put to the severest test
our highly sensitive markets, in which the substantial profits
of prosperous years have been given fictitious valuations. When-
ever our excess of exports falls to a point where it will not
counterbalance the debts incurred on the invisible foreign
transactions, we shall probably witness the end of the present
era of speculation.



THE VARIATION OF PRODUCTIVE
FORCES'

EARLY a century has elapsed since the law of dimin-
N ishing returns became an integral part of classical
political economy; and, despite all criticisms, it remains today
one of the corner-stones of the science. But important additions
have been made, notably during the last twenty years, to the
accepted statement of the theory. In some industries the exist-
ence of a tendency to constant or increasing returns is predi-
cated, so that commodities are now divided into three classes,—
those produced under the conditions of diminishing returns,
those which can be supplied with a constant expenditure of
labor and capital, and those obtained at a decreasing cost, as
the supply is enlarged. Such a mode of classification is widely
employed in current discussions of value, monopolies, and the
incidence of taxation, as well as in the study of the law of
population.

It is the opinion of the author that, in developing what are
now known as the laws of diminishing, constant, and increasing
returns, economists have fallen into serious confusion of ideas
at several points; and not a few writers have shown some appre-
ciation of this fact.? But as yet no one has undertaken a critical
examination of the relation of modern theories to the substance
of the old doctrines, and offered a systematic statement of the
results reached by a century of discussion.® To this end it is
hoped that the present essay may contribute something of value.

! Reprinted from Quarterly Journal of Economics, Vol. XVI (1901-02), pp.
473-513. Reproduced by generous permission of the publishers.

?See Marshall, Economics, 4th edition, pp. s11, 512; Hadley, Economics,
pDp. 154, 185; Seligman, Shifting and Incidence of Taxation, 2d edition, pp. 199-
201.

®For the best effort yet made in this direction, see Commons, The Distribu-
tion of Wealth, p. 116, et seq.
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I

A brief survey of the early development of the theories in
question will throw no little light upon the nature of the prob-
lems to be attacked, and will suggest, furthermore, a convenient
method of procedure. Thanks to the labors of Mr. Cannan, it
will be possible to state very briefly the history of the doctrines
down to the year 1848.*

As every economist is now aware, the law of diminishing
returns was originally formulated in the course of the discus-
sions aroused in England by the high price of corn that ruled
during the early years of the nineteenth century. As stated by
Malthus, West, and Ricardo, the principle was applied to agri-
culture; and it was held® that, “in the progress of the improve-
ment of cultivation, the raising of rude produce becomes pro-
gressively more expensive, or, in other words, the ratio of the
net produce of land to its gross produce is continually diminish-
ing.” In manufacturing industry, however, it was believed that
a different law prevailed, so that additional investments of labor
and capital would yield a proportionate increase of product.’
And, until comparatively recent times, economists have con-
tinued to express similar opinions.

But, as originally stated, the law of diminishing returns
admitted of two interpretations: it might mean that, at any
given stage of agricultural knowledge or skill, a point is soon
reached at which increased investment begins to yield a smaller
proportionate product; or it might be considered to imply that,
as a matter of hkistorical fact, mankind has had to expend a
larger relative amount of labor and capital in order to provide

*E. Cannan, History of Thcories of Production and Distribution. See also
Economic Journal, March, 1892; Palgrave's, Dictionary of Political Economy,
Vol. I, pp. 585, 586; Quarterly Journal of Economics, Vol. IX, pp. 179 et seq.

® West, “Essay on the Application of Capital to Land” (1815); Malthus, “Na-
ture and Progress of Rent” (1815); Ricardo, “Essay on the Influence of a Low
Price of Corn on the Profits of Stock” (1815).

® This is true of Malthus, West, Senior, McCulloch, and Mill. Palgrave, Dic-
tionary of Poltical Economy, Vol. 11, p. 381. In treating of the rent of mines,
it was held that diminishing returns were the rule. Note Ricardo, Principles, chap.
111,
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the additional food necessary to support a growing population.
Upon at least one occasion Ricardo made the former application
of the principle, basing his argument upon the assumption that
no improvements are introduced in agricultural methods; but
usually the early writers adopted the latter interpretation of the
law, and held that, despite all discoveries and inventions, the
growth of population must ultimately increase “the quantity of
labor and capital necessary to procure the last addition that has
been made to the raw produce of a rich and advancing coun-
try.”” Against such a dismal view of the future of the race,
several protesting voices were raised before many years had
passed.

Thus, in 1828, Senior declared that, while unwise laws might
have such an effect, “under wise institutions’” the tendency was
not what economists had alleged, but precisely the reverse.® In
1832 Thomas Chalmers contended that, while the law of dimin-
ishing returns may have driven men to the utilization of inferior
soils, nevertheless improvements in the arts of agriculture have
made the labor now employed upon poorer margins of cultiva-
tion as productive as that formerly expended upon lands of
superior fertility.” Finally, Henry C. Carey attacked the as-
sumption, often implicit in the statements of Ricardo and
others, that the richest soils are historically the first to be
occupied, and that the growth of numbers forces men to utilize
less fertile lands.*® But all such criticisms did not prevent most
economists from holding to the belief that, although the opening
up of new countries and the progress of invention might serve to
retard the process, yet, in the end, a continuous increase of
population would inevitably result in a decreased return to
the labor and capital devoted to the production of the additional
food supply.

"The quotation is from Malthus, Nature and Progress of Rent, p. 45. But
citations might be given to the writings of West, Ricardo, James Mill, and
McCulloch.

® Senior, Two Lectures on Population (1828).

® Political Economy, chap. i. (1832).

" H. C. Carey, Political Economy (183%-40) ; Past, Present, and Future (1848) ;
Social Science (1858-59).



VARIATION OF PRODUCTIVE FORCES 87

Although Senior, in his Political Economy (1836), made im-
portant additions to the statement and applications of the law
of diminishing returns, we may pass on to the consideration of
the views of John Stuart Mill, who adopted Senior’s ideas, and
made further contributions to the subject. The attention of the
reader is invited, therefore, to Mill’s treatment of agricultural
production, large-scale industry, value, and taxation.

‘“After a certain, and not very advanced, stage in the progress
of agriculture,” says Mr. Mill,** “it is the law of production from
the land that, in any given state of agricultural skill and knowl-
edge, by increasing the labor the produce is not increased in
equal degree.” Here the application of the law is limited to “any
given state of agricultural skill and knowledge,” that is, to static
conditions. But most of Mill’s discussion relates to the actual or
prospective progress of population and of agricultural produc-
tion; and, although his statements may not always seem con-
sistent, there can be no doubt that he considered that discovery
and invention could control only temporarily the tendency to-
ward diminishing returns, so that ultimately additional food
must be procured “on progressively harder terms.”’? And this
he believed to be true of mining and other extractive industries,
as well as of agriculture.”®* With manufactures, however, the
case was supposed to be different.™ So far, indeed, as the supply
of raw materials is concerned, manufacturing industry was ad-
mitted to be subject to the law of diminishing returns; but the
labor of converting materials into finished goods was thought
to tend “constantly and strongly towards diminution, as the
amount of production increases,” so that “the causes tending to
increase the productiveness of industry, preponderate greatly
over the one cause which tends to diminish it.”

A second topic, which has played an important part in subse-

1 Principles of Political Economy, Book I, chap. xii, Sec. 2 (1848). Note the
similarity to Senior’s statement in his Political Economy, p. 82.

¥ Principles, Book I, chap. xii, Sec. 3; Book IV, chap. iii, Sec. 5.

3 Principles, Book I, chap. xii, Sec. 3.

M Principles, Book I, chap. xii, Sec. 3; Book IV, chap. ii, Sec. 2. Cf. Senior,
Political Economy, pp. 81-83.
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quent discussions, was treated by Mill in a separate chapter
devoted to a comparison of large-scale and small-scale produc-
tion. The subject was suggested to him, perhaps, by the well-
known work of Mr. Babbage, who, better than any previous
writer, comprehended the economic effects of the factory sys-
tem.”” Drawing many of his facts from this source, Mill dis-
cussed the advantages and disadvantages resulting from the en-
largement of the size of an industrial undertaking,'® and held
that, as a general rule, “the expenses of a business do not in-
crease by any means proportionally to the quantity of business.”
In referring to such industries as railroads and gas or water
companies, he said that all “enlargement in the scale of produc-
tion is generally an unqualified benefit,” thus anticipating the
modern theory of natural monopolies.

In presenting the theory of value, Mill divides commodities
into three classes: (a) those “of which it is physically impossible
to increase the supply beyond certain narrow limits”’; (4) those
“which are susceptible of indefinite multiplication without in-
crease of cost”; and (c) those “which are susceptible of
indefinite multiplication, but not without increase of cost.”"
This classification, which is but an elaboration of distinctions
drawn by Ricardo,® is based, obviously, upon particular appli-
cations of the theory of monopoly, the economy of large-scale
production, and the law of diminishing returns. With more or
less important modifications, it has played a significant part in
modern discussions of the theory of value.

And, finally, in treating of the incidence of taxation, Mill
makes an important distinction between the effects of a tax

s Babbage, Economy of Machinery and Manufactures (1832).

8 Principles, Book I, chap. ix.

" Principles, Book III, chap. ii, Sec. 2. Cf. also the table of contents.

® Ricardo recognized commodities “the value of which is determined by their
scarcity alone,” and commodities which “are procured by labor.” The second
class would subdivide into manufactured products and raw produce, the latter
being secure under conditions of decreasing returns. I shall pass over Senior's
somewhat peculiar classification, which has not been followed by later writers.
Political Economy, p. vii. But, in discussing the effect of increased demand upon
supply, Scnior distinguished between raw produce and manufactured commodities.
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imposed upon raw products, secured under conditions of dimin-
ishing returns, and other commodities that are free from such
limitations of supply.'® Here, again, subsequent theories have
found a new point of departure.

For two reasons Mill’s discussion of these topics possesses
peculiar significance. In the first place it summed up nearly all
the results reached by earlier writers; and then it left the theory
in a position that was certain, in the course of time, to lead to
important modifications and extensions. It is evident that the
subjects treated by Mill included two things that far trans-
cended the scope of the original law of diminishing returns.
That principle had related to the productivity of labor and
capital when employed in the cultivation of land or the utiliza-
tion of other natural resources. But Mill proceeded to discuss
the efficiency of productive agents when organized in manufac-
turing establishments of varying size, thus introducing a very
different problem, as economists are now coming to realize.
Finally, in treating of the law of value and the incidence of
taxation, Mill looked at the process of production from still
another point of view,—the conditions that govern the entire
supply of any particular commodity; and this involved a third
set of considerations that needs to be carefully distinguished
from the other two. Subsequent writers have discussed all three
problems, but have seldom appreciated the fact that different
principles are involved in every case, and that, in each instance,
we are obliged to study the process of production from a dif-
ferent point of view. For this reason, in presenting the later
history of the theories in question, we shall treat separately each
of the three problems considered by Mr. Mill.

II

First in order of both logical and historical development
comes the law of diminishing returns. This principle, as we have

*® Principles, Book V. chap. iv. In this matter, Mill follows the argument of
Senior. Cf. Senior, Political Economy, pp. 120 et seq. Cournot, in his treatment
of taxes on commodities, had considered the influence of diminishing and increas-
ing returns. Curnot, Théorie des Richesses (1838).
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seen, admits of two interpretations, the static and the dynamic,
of which we shall now consider the former.?* Assuming a par-
ticular state of the arts of production, economists have had little
difficulty in recognizing that in the extractive industries the
continued investment of labor and capital upon any given tract
of land will, after a certain point is reached, yield a diminishing
proportionate return. But, in considering manufactures and
commerce, most writers have followed Senior and Mill in hold-
ing that these industries are governed by a different law.*

Yet, as Professor Commons has so clearly shown,** when we
study the investment of labor and capital upon a given tract of
land, we find that all industries show a diminishing return after
the investment of labor and capital has been carried to a certain
point.?®* Under given technical conditions, factories, and even
office buildings in large cities, will not be raised beyond a certain
number of stories, since better results can finally be secured by
resorting to construction upon other land. Oversight of this fact
is due to a failure to consider agriculture and manufactures from
the same point of view, namely, the possible extent of invest-
ments upon a given area.*

* Ricardo, in his “Essay on the Influence of a Low Price of Corn,” con-
sidered static conditions. So did Senior and Mill when they made the assump-
tion, ‘“agricultural skill remaining the same.” Senior, Political Economy, 82;
Mill, Principles, Book I, chap. xii, Sec. 2. For later writers see Marshall,
Economics, p. 227; Nicholson, Political Economy, Vol. I, p. 152.

2 Cairnes, Leading Principles, pp. 118, 132-134; Sidgwick, Political Economy,
2d edition, p. 144; Walker, Political Economy, 3d edition, pp. 38, 39; Gide,
Political Economy, p. 329; Clark, Philosophy of Wealth, pp. 97, 100. Some writers,
without expressly stating that manufactures are governed by a different principle,
apply the law only to agriculture and mining. Fawcett, Manual of Political
Economy, 6th edition, p. 74; Newcomb, Political Economy, p. 242.

# Commons, Distribution of Wealth, pp. 116, 117; also, in Publications of the
American Economic Association, Vol. VIII, p. 101.

# This is recognized by Marshall, Economics, pp. 246, 247; Nicholson, Political
Economy, Vol. I, pp. 159, 160; Commons, Distribution of Wealth, pp. 132-134;
Bullock, Introduction to Economics, 2d edition, pp. 167-1%0.

* Ricardo and Malthus applied the law of diminishing returns to the cultiva-
tion of given tracts of ground, when they spoke of land of the first quality,
land of the second quality, etc. Senior explicitly applies the law to “additional
labor employed on the land in a given district.” Political Economy, p. 82. Mill
discusses “the quantity of produce capable of being raised on any given piece
of land.” Principles, Book I, chap. xii, Sec. 1. Later writers do the same thing.
Walker, Political Economy, p. 35; Newcomb, Political Economy, p. 242; Hadley,
Economics, p. 43; Clark, Distribution of Wealth, p. 165; Palgrave, Dictionary
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Without doubt an important difference exists between the in-
dustries in question. In agriculture it is possible to invest only
a small or moderate amount of labor and capital upon a definite
area before the point of diminishing returns is reached, while
in manufactures and commerce enormous investments can be
made even upon a single acre. Yet the only difference is one of
degree, and the same law ultimately applies in both cases. No
exception can be taken to Mr. Cannan’s statement® that the
“fact that a certain amount of space is required for productive
labor in other branches of industry is of little practical im-
portance as regards the effect of variations of population on the
productiveness of all industry taken together, because these
branches of industry require very little space compared with
agriculture.” But for the study of other questions it is very
necessary to remember that investments upon a given area of
land are subject to diminishing returns in all industries.

This will become evident when we consider that the classical
theory of rent is based upon a comparison of the productivity
of investments made upon definite tracts of land. So far as agri-
cultural rent is concerned, this statement is a mere common-
place. But the traditional formula for the determination of rent
could not apply to land used in manufactures and commerce
unless a law of diminishing returns governed investments made
upon given areas employed for such purposes.?® For the study of
distribution, therefore, the static aspect of this principle is of
most fundamental importance.

Under static conditions, then, the law of diminishing re-
turns governs investments of labor and capital made in any

of Political Economy, Vol. 1, p. 585. But, when manufacturers are considered,
no such limitation is implied; and writers consider either a manufacturing estab-
lishment that is free to extend its operations over additional land or the industry
of manufactures as a whole.

® Cannan, Elementary Political Economy, pp. 24, 25. Cf. Hadley, Economics,
p. 155, note.

*This is recognized by Marshall and Commons. The former (Economics,
PP. 246, 247), after showing that “building land does give a diminishing return,”
says that “the theory of ground rents is substantially the same as that of farm
rents.” The latter (Distribution, p. 134) says that, if “diminishing returns apply
only to agriculture, there can be no law of rent for manufacturing and mercantile
sites.”



92 VARIATION OF PRODUCTIVE FORCES

industry upon a given area of land.”” This principle has usually
been proved by showing that, if it were not true, all production
would be conducted upon a few favored tracts,”® but there are
not wanting actual experiments that seem to confirm the law.*®
This much, at least, of the traditional body of economic doctrine
has successfully withstood both earlier and later criticism.*

Passing now to the dynamic applications of the law of dimin-
ishing returns, we find that this aspect of the principle has
always been of the greatest interest to economists, who have
been especially concerned with the probable effects of an in-
crease of population upon the conditions that control the supply
of food. Even when they have not believed that the productivity
of agriculture has actually decreased in the past, writers have
generally held that the future growth of numbers must
ultimately compel mankind to procure the means of subsistence
upon “progressively harder terms.”*

But it is evident that, in order to study the influence of
increased population upon social prosperity, it is necessary to

* Few economists, probably, would refuse to accept the law as stated. Pro-
fessor Patten’s “law of limited returns” has been criticized by Sidgwick, and has
been rejected by one of his own disciples. Patten, Premises of Political Economy,
pp. 155, 182; Sidgwick, Political Economy, p. 293; Devine, Fconomics, pp. 346,
347.

* Professor Patten says that Mill “was the first to try to prove the law of
diminishing returns.” But Senior had advanced in 1836 the line of proof referred
to in the text. Political Economy, p. 85. To this method of proving the law,
Professor Patten objects that his own “law of limited returns” would explain
the fact that men have recourse to poorer soils. This may be granted. Premises
of Political Economy, pp. 152-154. But if, as Professor Patten contends, the
returns increase proportionately up to the point where no additional product
can be secured by any increase of the investment, then men would not resort
to poorer lands until the absolute limit of productivity had been rcached on the
better soils. And this is not the case.

* For pertinent estimates by Von Thiinen, see Der isolirte Staat, Vol. 11, chap
i, p. 179 (quoted by Roscher, Political Economy, Vol. I, p. 17, note 5). See refer-
ence given by Marshall, Economics, p. 232, note.

® Tt is impossible to consider here Professor Commons’s application of the prin-
ciple to the value of the product of a given area as well as to the quantity.
Distribution of Wealth, pp. 138-140. I believe, however, that the essential facts
for which Commons here contends can be stated satisfactorily without intro-
ducing this refinement of the theory. Cf. Marshall, Economics, pp. 229, 230.

' Mill, Principles, Book I, chap. xii, Sec. 3; Book IV, chap. iii, Sec s;
Cairnes, Leading Principles, p. 119; Walker, Political Economy, pp. 313, 314;
Macvane, Political Economy, p. 314.
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pass from our present standpoint,—the productivity of invest-
ments made upon a definite tract of land,—and consider the
productivity of the agricultural industries of an entire country
or of the civilized world. When the latter question is raised, we
at once involve ourselves in problems that cannot be solved by
the sole aid of the laws applicable to the investments upon any
given area. Manifestly, these principles are one factor in the
situation; but they are not the only thing involved, so that we
cannot hope to discuss adequately the question of social pros-
perity from the narrow point of view now under consideration.

All that can be done, so long as we confine ourselves to the
productivity of investments upon a given area, is to say that in
agriculture the point of diminishing returns seems to be reached
when a relatively small amount of labor and capital has been
expended, so that, as population increases, a much larger
amount of land must be taken into cultivation. And, upon the
other hand, in manufactures and commerce the intensity of
profitable investment upon a small area is so great that the need
of resorting to additional land in order to secure more standing
room, is not likely to exercise any material influence upon the
productivity of these industries. To the question of social pros-
perity the study of our first standpoint can contribute nothing
more decisive than this; but for the theory of distribution,
which involves primarily the static aspects of the principle, the
law of diminishing returns from investments upon a given area
is of far-reaching importance.

In order to avoid any possible confusion in the use of terms,
the expression “diminishing returns” will be applied hereafter
solely to the productivity of labor and capital upon a definite
tract of land. In discussing the problems that remain to be con-
sidered, we shall find that the operation of other principles is
involved besides the law just mentioned. For these other prin-
ciples different names should be used; and it is hoped that a
consequent gain in clearness of thought and presentation will
justify our insistence upon the need of greater precision in
terminology.
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III

After the publication of Mill’s Principles it became almost
the fashion for treatises on economics to devote one or more
chapters to the subject of production upon a large and upon a
small scale,*® and in recent years many special studies have
been made of the ‘“size of the modern business unit” or of “the
structure of modern industry.”®®* As Professor Commons has
clearly shown,* and one or two other writers have suspected,*
this problem is very distinct from that involved in the law of
diminishing returns. Instead of studying the results obtained
from investments upon a given area of land, we have now to
investigate the efficiency of the productive process when carried
on in establishments of various sizes that occupy as much or as
little land as may be required. The important difference between
the two points of view will be made increasingly apparent in the
following paragraphs.

The growing importance of capital, especially of the fixed
variety, during the nineteenth century led to a marked increase
in the size of the average business unit; and, naturally enough,
attracted the attention of economists. In recent years this en-
largement of the scale upon which single firms or companies
operate has gone so far as to produce actual monopoly in many
industries, and to appear to threaten it in many others. No one
doubts that, within certain limits at least, “the expenses of a
* business,” to use the words of Mr. Mill, “do not increase by
any means proportionally to the amount of business done.” But
diversities of opinion exist concerning the extent of the
economies realized after an undertaking has assumed a certain
size.

2 Fawcett, Political Economy, chap. vi; Gide, Political Economy, Part II,
chap. i; Marshall, Economics, Book IV, chap. xi; Nicholson, Political Economy,
Book I, chaps. viii and ix.

# Taylor, History of the Factory System; Wells, Recent Economic Changes;
Schultze-Gaevernitz, Der Grossbetrieb; Hobson, Evolution of Modern Capital-
ism. The earlier work of Babbage has already been cited. See, finally, Willoughby,
in Yale Review, Vol. VII, pp. 72-94.

¥ Distribution of Wealth, Vol. 117, pp. 130-132.
% Marshall, Economics, pp. 511, s12; Hadley, Economics, pp. 154, 155, note.
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Doubtless differences exist between the various classes of
undertakings. In the field of transportation and of the so-called
distributive industries, probably no economist would question
that “the industrial units which are necessary for proper utiliza-
tion of labor have become so large as to produce actual
monopoly.”* In manufactures the existence of the same ten-
dency is maintained by the advocates of the modern trust; but,
upon the other hand, not a few economists believe that a point
of maximum efficiency of plant is attained before a single estab-
lishment becomes so large as to monopolize the whole field.*” In
agriculture the case seems to be materially different, so much
so that the whole drift of recent opinion is that the movement
towards concentration has made no headway in this industry.*®

So far as our present experience is concerned, therefore, it
seems impossible to formulate any single law that will be ap-
plicable to all classes of business. In the distributive industries
it is clear that increased investment of labor, capital, and land
in a single enterprise results in continued economies up to a
point at which a single company secures control of the entire
supply.® In agriculture, however, the advantages of produc-
tion on a large scale generally disappear after the business unit
attains a very moderate size. Concerning manufactures a con-

* Hadley, Economics, p. 153.

¥ For a survey of the literature and an estimate of the results the writer
will refer to an earlier paper published in this journal. See Vol. XV, pp. 191-203.

®1In England there has been a tendency towards a less favorable view of
“small farming” than Mill entertained. Cf. Mill, Principles, Book I, chap. ix, Sec.
4, with Nicholson, Political Economy, Vol. I, pp. 138-150. In the United States,
one or two decades ago, the growth of a few “bonanza” farms led some writers
to express the opinion that the tendency towards production on a large scale
was strong even in agriculture. See Wells, Recent Economic Changes, Vol. g9, pp.
461-465. But events of the last ten years seem to point in the opposite direction,
and it is now asserted that the small farm is more than maintaining its own.
Spahr, in Outlook, November 4, 1899; Ely, Monopolies and Trusts, pp. 192-195;
Publications of American Statistical Association, Vol. VI, p. 306. A recent social-
istic writer, although naturally “inclined toward the concentration idea,” admits
that the farm of moderate size is growing at the expense of the two extremes.
Simons, The American Farmer, p. 101.

¥ Obviously, there is some ultimate limit to these economies, else all cost
would disapear. We mean simply that no limit is reached before a monopoly
is established.
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troversy now exists, and economists are divided in opinion as
to the extent to which the enlargement of the scale of under-
taking increases the efficiency of production.*”

The purpose of this paper is not to formulate a law gov-
erning the economy of large-scale production in manufactures
or in any other industry, but rather to show the nature of the
problems here involved. It is clear that we are now dealing
with the efficiency of industrial organization as it relates to the
size of the business unit, without any restriction as to the area
of land over which investments may be extended. In order to
avoid confusion of terms, it is proposed to refer hereafter to
the principle or principles governing large-scale production
as “the law of economy in organization.”

If doubts are still entertained concerning our contention
that the law of economy in organization differs in nature very
widely from the law of diminishing returns, a single illustration
will serve to make the point entirely clear. Professor Marshall
cites the following experiment in proof of the law of diminishing
returns. Four plots of land “of an acre each were treated
exactly alike, except in the matter of ploughing and harrowing,
with the following result”:—

D,
Plot. Cultivation. ;groZZrc:.
1. Ploughedonce .........c.iiiiiiini .. 16 bushels
2. Ploughed once and harrowed once .............. 18V “
3. Ploughed twice and harrowed once .............. 2124 “
4. Ploughed twice and harrowed twice .............. 234 «

* Cournot, in constructing the “supply schedule” of a single producer or firm,
seemed to hold that, as the volume of business increased, the cost of production
generally decreased indefinitely, in manufactures, at least. Mathematical Principles
of the Theory of Wealth, American translation, p. 59. Such a condition, of course,
would inevitably result in monopoly. Marshall notices this (Economics, p. s14,
note), and presents reasons for thinking that, as a matter of fact, the growth
of a single firm or company will be arrested before monopoly is attained. Eco-
nomics, pp. 364-366, 304, 395. Ely holds that, after a business has attained a certain
size, “new fixed charges emerge” with any further enlargement of the output.
Monopolies and Trusts, pp. 65-66, 165. Seligman makes a similar contention,
but does not state clearly whether the new fixed charges appear before or after
the point of monopoly is reached. Shifting and Incidence of Taxation, p. 201.
See, finally, Quarterly Journal of Economics, Vol. XV, pp 108, 199.
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With this table let us compare another which can be con-
structed from data given by Mr. Wells concerning the economy
of large-scale production on the Pacific coast. The figures are
drawn from a doubtful source, and their accuracy is open to
question; but they illustrate perfectly the character of experi-
mental proof relating to the law of economy in organization:—

Cost of each

Size of ranch. unit of product.

1,000 ACTES .« v ottt ettt ettt e e e 9215 cents
2,000 e e 85 “
6,000 e 75 «

I 5:ooo e e e e e e e 60 “

50,000 e 50 “

9

so;ooo S 40 “

But, although the two principles are distinct, nevertheless a
relation exists between the law of diminishing returns and the
law of economy in organization. The former principle is one,
but only one, of the factors upon which the second depends. In
industries where only a small amount of capital can be con-
centrated upon a given area of ground the difficulties of organiz-
ing business upon a large scale are materially increased.*' In
agriculture, for instance, if a farmer wishes to enlarge his out-
put, he must increase greatly the size of his farm; and this
adds materially to the cost of supervision, and renders difficult
the study of the varying capabilities of each small tract of
land. But many other factors besides diminishing returns from
a given area enter into the determination of the efficiency of pro-
duction upon a large scale.

First comes the all-important factor, economy in fixed capi-
tal, which usually makes for concentration. Then there is the
need for skilful business management, which requires far
greater ability as an establishment grows to colossal propor-
tions. Again, the problem of finding a market for the increased
output is sometimes an important consideration, especially in
the case of commodities that are ‘“specialties,” appealing to
a fickel public taste or a local demand. Doubtless other factors

“ This is clearly stated by Mr. Marshall. Economics, p. 366.
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could be mentioned, but we have suggested a sufficient number
to show that the law of diminishing returns from a given area
is only one element that contributes to a complex result.

If this view of the case is correct, it is evident that we cannot
co-ordinate the law of diminishing returns and the law of
economy in organization. Yet this is what many writers appear
to do when they say that agriculture is subject to a law of
diminishing returns, and that a law of increasing returns gov-
erns most branches of manufactures. Such a statement con-
founds two distinct problems,—investment upon a given tract
of land and investment in business units that extend over any
requisite area; and it co-ordinates two principles that are not
of the same order, of which the former is but one of the number
of factors upon which the operation of the latter depends. It
is in order to avoid even the implication that the two principles
are co-ordinate, or that they relate to the same problem, that
we have suggested the adoption of a change in terminology, by
which “economy in organization” will be substituted for “in-
creasing returns.”

v

It has been shown that Mill, in his discussion of the theory
of value, elaborated a classification of commodities which was
based upon the three sets of conditions that were believed to
control the supply. In one form or another a similar method
of procedure has been adopted by most subsequent writers,
and this tendency of economic thought is especially marked
at the present day.

We have already intimated that Mill’s classification raised
a third distinct problem which must be distinguished carefully
from those presented by the investment of labor and capital
upon a given area or in a given business unit of any particular
size. Mill refined his statement of the laws of value by consider-
ing the circumstances under which the entire supply of any
commodity is secured, and in so doing adopted a third point
of view for studying the efficiency of the process of production.
A failure to recognize this fact has caused no little confusion
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in several directions, and has led to one erroneous application of
modern theories of value.

It is important to notice, first of all, that the conditions
controlling the supply of any commodity may be studied from
two points of view,—the static and the dynamic. In the first
case,” we assume that the conditions of production remain
stationary, and then inquire what the circumstances are under
which the commodity is supplied. In the second, we suppose that
one cause or another changes the state of the industry, and
proceed to investigate the consequent alteration of the terms
upon which production will be carried on. It is from the static
point of view that we need to formulate the theory of normal
value, while the dynamic aspects of the question must be con-
sidered when we study the effects that changes of demand will
exercise upon the conditions of supply. Both aspects of the
problem must now be treated, and in the order just mentioned.

A. Supply under Static Conditions—If we assume that the
arts of production remain stationary, the supply of any com-
modity may be secured under two conditions,—monopoly and
competition. In the former case it is evident that all the units
of the supply will be furnished at what must be regarded as
a uniform cost.** This does not mean that all units of the
monopolist’s capital are equally efficient, but simply that our
methods of bookkeeping compel us to average up the results,
and to assume that each unit of product is furnished at the
same cost.* This cost may, and often does, vary with the

42

Note Marshall, Economics, pp. 439-441.

“This presupposes, of course, an absolute monopoly. Usually, some residual
competition remains; and differences of cost appear in this portion of the supply.
But the theory of monopoly value disregards the small amount supplied in this
way.

“In the case of a single establishment which extends its scale of operations
until it monopolizes the entire field, this conclusion is obvious. If, however, the
monopoly is formed by the union of a number of different establishments, then,
at the outset, it would be possible to recognize that the various factories had
different costs. But the monopolist would endeavor, even in this case, to raise
the several plants to the same scale of efficiency; and this process would finally
eliminate the differences that might have existed at the start. With an established
monopoly, therefore, we may affirm that the separate units of product will
be supplied at a uniform cost.
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amount of the commodity that is produced. But for each
quantity of the supply it must be regarded as uniform.*’

The reader will observe that, when we assume a monopoly
to exist, this third standpoint for viewing the process of pro-
duction becomes the same as the second, since the conditions
controlling the entire supply of the commodity are, by hypoth-
esis, identical with those which determine the efficiency of a
single firm.*® But the similarity ends as soon as we assume that
an industry is controlled by competition; for, under such cir-
cumstances, we assume that there are several or many inde-
pendent firms, no one of which can represent precisely the con-
ditions under which the whole supply is produced.*

Now, when competition exists, the supply is furnished under
conditions that bring it about that the various units are pro-
duced at different costs. Mill and many other economists have
often reasoned in a manner that would lead one to suppose
that they believed in the existence of a large class of com-
modities furnished by competing producers at the same cost.
Thus Mill states that commodities of his third class, which
includes “all the raw produce of the earth,” have ‘“not one, but
several costs”; while goods of his second category, which em-
braces ‘“‘the large class” of manufactured articles, are supposed,
by fair implication, to be supplied at a uniform cost.*® The
value of products of the former class is governed by the cost
of producing the most expensive unit, while that of the latter
class depends simply upon “cost of production.” Sidgwick ex-
pressly states that there may be cases “where the cost of
production can be assumed to be the same for all producers,”
and contrasts this condition with that represented by “Mill’s
third class, of which the cost of production must be taken to
be different for different portions of the aggregate amount pro-

* This is recognized by Seligman, Shifting and Incidence, pp. 195, 196.

“ Cf. Commons, Distribution of Wealth, p. 130.

" Cf. Marshall, Economics, pp. 511-514.

““See Mill, Principles, Book III, chap. ii, Sec. 2; chap. iii, Sec. 1; chap. v,
Sec. 1. I am aware that Mill is not always consistent on this point. See Book III,
chap. vi, Sec. 1, par. vii. But, unless he really means that his second class of
goods is produced at a uniform cost, his remarks concerning the third class are
meaningless.
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duced.”*® And other writers have interpreted Mill in a similar
manner.”’

Professor Marshall approaches the problem in a somewhat
different way, but his statement of the case is influenced evi-
dently by Mill’s method of classification.”® In treating of the
value of raw produce, he recognizes the existence of different
costs, and says that value depends upon “the cost of production
on the margin of the profitable application of capital and labor.”
Then, when he considers other commodities, he introduces the
device of “the representative firm,” and holds that the value of
an article “may be taken to be its normal expenses of produc-
tion (including gross earnings of management) by that firm.”
The same method is followed by Mr. Flux, and, perhaps, by
President Hadley.” Now the “representative firm” of which
these writers speak is defined as a firm free from the dis-
advantages of some struggling new producer, and not enjoying
the unusual advantages of an exceptionally efficient company,
but one that is managed with “normal ability” and “fair suc-
cess.”’”® This definition is plainly inconsistent with the assump-
tion that all producers furnish their supplies of manufactured
products at a uniform cost, and is a recognition of the fact, for
which we are now contending, that all products, manufactured
as well as agricultural, are, under competitive conditions, sup-
plied at varied costs.

And this is the view that not a few economists have taken
when discussing the simpler problems connected with normal
value.”* When scores or hundreds of independent producers are

® Political Economy, pp. 196, 197.

* See Fawcett, Political Economy, pp. 315, 316, 325, 330; Adams, Science of
Finance, pp. 390-392; and Qutline of Lectures on Poltical Economy, 2d edition,
p. 25. Nicholson, also, distinguishcs commoditics “continuously and permanently
produced at different costs” from those that can be “increased indefinitely at
the same cost per unit.” Political Economy, Vol. 11, pp. 54, 56.

' Economics, pp. 479, 480, 422.

% Palgrave, Dictionary of Political Economy, Vol. III, pp. 607, 608; Hadley,
Economics, pp. 88, 89. Hadley does not use the expression “representative firm.”
For this he substitutes producers who have neither “the advantage of old loca-
tions” nor “the disadvantage of old methods.”

° Marshall, Economics, p. 397.

™ Seligman states this most explicitly. Shifting and Incidence, pp. 193-197.
Some writers, in treating of value, assume different costs of production for
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engaged, under natural or other conditions that result in in-
equality of advantages, the chances would be indefinitely great
that the various units of supply must be procured at different
costs. If doubts could have existed upon this subject a decade
ago, the question would be finally settled now in view of the
almost universal fact that our trusts have found that their con-
stituent plants were, prior to consolidation, of very unequal
efficiency.

The only difference that can be admitted between agricul-
tural and manufactured products is that the former may show
a much greater range of variation between the lowest and the
highest costs. This is because the point of diminishing returns
is so quickly reached in agriculture that increased production
calls for the utilization of many grades of land possessing widely
differing advantages of fertility and location. Even with manu-
factured products the possible differences of cost would not be
the same for all commodities. In a branch that does not favor
production upon a very large scale the variations would be
wider than in another that permitted the concentration of pro-
duction in a few large factories.” ‘

If the case were otherwise, if all producers of manufactured
commodities enjoyed equal advantages and supplied their goods
at the same cost, there would be no room for those differential
gains, recognized even by Mill,** which have played so impor-
tant a part in modern theories of distribution.’” We conclude
therefore that, in competitive industry, under static conditions,
the rule is that producers possess unequal facilities and unlike
abilities, so that we may affirm the existence of a law of varied
costs.

every commodity. Walker, Political Economy, p. 100; Hobson, Economics of
Distribution, pp. 93, 97, 98; Commons, Distribution, p. 20. Hadley says: “If the
demand for the products of any industry is too large to be met by a single or-
ganized source of supply, however great its natural advantages, we shall be likely
to sec a system of differential gains, due to the independent competition of men
who make goods for the same market at different expense.” Economics, p. 286.

® Seligman, Shifting and Incidence, 197, 198; Patten, Stability of Prices, p. 49;
Bullock, Introduction to Economics, pp. 204, 205.

% Principles, Book III, chap. v, Sec. 4.

® It is unnecessary to refer to authors, but note Hadley, Economics, p. 286.
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B. Supply under Dynamic Conditions.—The dynamic con-
ditions of production have been studied by economists mainly
when they have had occasion to consider the terms upon which
the supply of commodities can be increased. Such questions
arise in the study of economic prosperity and of the effect of
changes of demand upon normal value.”® In both cases the
problem investigated is the productivity of land, labor, and
capital in furnishing an increased supply of some given com-
modity.

Under conditions of monopoly, evidently, this question is
identical with the one considered in our study of large-scale
production; for we have to deal, in each instance, with the
results of enlarging the output of a single industrial enterprise.
But when competition exists, the problem becomes less simple.

Competition, as we have seen, results in varied costs for
the several portions of the supply furnished at any time by
different producers. Now when production increases, the im-
portant question is whether the cost of the marginal, or most
expensive, unit rises or falls; for it is this unit that determines
the normal value of the enlarged supply.”® Most economists
now recognize three possible conditions under which an incre-
ment of supply may be secured,’*—increasing, constant, and

* Economic prosperity has been studied principally in connection with the
law of population. The effect of changes in demand upon value was studied
by Senior (Political Economy, pp. 119, 120) and by Mill (Principles, Book 1V,
chap. ii). The importance attached to the subject has increased rather than
decreased in recent years. Cf. Marshall, Economics, pp. 446-452, 523-536; Nichol-
son, Political Economy, Vol. I1, pp. 54-58; Hobson, Economics of Distribution,
chap. iii.

® For some purposes it is important to consider also the extent of the differen-
tial gains received by the producers who furnish the less expensive units. But
this is apart from our present inquiry.

% Mill, although he saw that increased production of some commodities tended
to lower the cost, made no use of that fact when he divided reproducible goods
into two classes,—those that can be increased at constant cost and those not
susceptible of multiplication except at increased cost. In this he was followed
by Fawcett, So far as the writer has been able to determine, Professor Henry C.
Adams was the first to make a place in the classification for a third kind of
commodities—those of which the supply can be enlarged at a decreasing cost.
Relation of the State to Industrial Action, p. 55 (188%). For later writers see
Marshall, Economics, pp. 524, 525; Commons, Distribution, p. 124; Nicholson,
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decreasing returns. For the word “returns” we shall substitute
“cost” in the following discussion, in order to avoid any possible
confusion with the law of diminishing returns, which applies
to a very different problem from that which is now under con-
sideration.

Passing over the immediate effects of an increased demand,"’
it may be said that, when changing conditions call for a per-
manent enlargement of the supply, several different influences
may be brought into play. As a consequence, the marginal cost
of production under the new set of circumstances will be the
resultant of a number of contending forces.®* When due allow-
ance is made for the effect of each of these, we shall see that
it is more difficult than is ordinarily supposed to assign any
particular commodity or industry to an invariable position in
any scheme of classification.

One of these forces is the law of diminishing returns. If the
product or industry in question does not permit the intensive
application of labor and capital to any given area of land, then
the increased demand will have a tendency to force producers
to utilize inferior natural agents. Counteracting causes may
prevent such a result from occurring; but, undoubtedly, when-
ever the point of diminishing returns is quickly reached, the
tendency will be towards a higher marginal cost for every
increment of supply. This principle is most important in the
case of extractive industries, and is of little or no significance
for manufactures and commerce. But it must be observed that
we are dealing with nothing more than a fendency. So far as
anything yet said is concerned, it would be premature to con-
clude that agricultural or mining industry is in any given case
likely to show an increased cost for an increment of supply.

A second factor is the law of economy in organization. If the
conditions of an industry are such that an enlargement in the

Political Economy, Vol. 11, p. s4; Seligman, Shifting and Incidence, p. 190;
Palgrave, Dictionary of Political Economy, Vol. 111, p. 480.

* The immediate result may be to raise the marginal cost of producing any
commodity. See Marshall, Economics, pp. 442, 443.

**Note Marshall, Economics, p. 308; Sidgwick, Political Economy, p 190;
Seligman, Shifting and Incidence, p 202.
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size of the average business unit will make for economy in
production, then an increased demand for its products may
give a stimulus to improved business organization, and lower
the marginal cost at which the supply will be produced. This
is, doubtless, often the case with manufactured commodities;
and it may seldom happen in agricultural industry. Yet it is
merely a tendency, and may or may not actually produce a
lower marginal cost, even in manufactures. To say nothing of
other counteracting influences, it may happen that the increased
demand may cause an excessive investment of new capital in
additional establishments. If this should occur, the average
size of a business unit might remain practically the same as
before, so that there would be no reduction of marginal cost
due to superior organization. In the woollen industry in the
United States it has been asserted by manufacturers that our
tariff has had this precise effect in several instances.

A third cause may be found in the stimulus which increased
demand may give to inventions and all other improvements of
method. These, obviously enough, may occur in agriculture and
mining, as well as in manufactures; and tend in all industries
to lower the marginal cost in times of prosperity caused by the
growth of demand.

And, finally, a fourth consideration should not be overlooked.
If monopolized materials enter into the manufacture of a com-
modity that is the product of a competitive industry, an in-
creased demand for the finished article may not lower the
money cost of production. The enlargement of the output of
the industry in question would lead to an increased demand for
the monopolized materials, and thereby raise the price which
the monopolist can exact. This increased cost of materials would
tend to counterbalance the economies which an increase of
demand would make possible in other directions.

When all four factors are taken into account, it becomes
difficult to predict what the precise result of increasing the
production of any particular commodity will prove to be. It
is certainly unsafe to assume, without much more careful in-
vestigation than has been made up to the present time, that in
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agriculture or mining an increased supply will regularly be
produced at a greater marginal cost, and that manufactured
commodities can be multiplied at a decreasing cost. We must
recognize that any case may involve the operation of more
than a single cause, and that, furthermore, the actual result
may vary according to the extent to which the supply is in-
creased.

In agriculture it is tolerably certain that a great increase
of the product will force men to resort to inferior margins of
cultivation. But this fact, as Chalmers rightly insisted,*® does
not necessarily imply that there will be an actual increase
in the marginal cost; for, “as the fresh soils that had to be suc-
cessively entered on became more intractable, the same amount
of labor, by the intervention of tools and instruments of hus-
bandry, may have become greatly more effective.” Without
doubt, as economists have argued, an indefinite increase of
population might ultimately force the margin of cultivation
down so far that no improvements could counteract the opera-
tion of the principle of diminishing returns. But this is not
the same as saying that the marginal cost has risen in the past,
or that it will rise under the pressure actually exerted by any
future growth that population is likely to show. Economists
at the present day have recognized this fact, and are decidedly
less inclined than were their predecessors to take a pessimistic
view of the situation.®* When we consider that scientific agri-
culture is merely in its infancy, and that improvements in
mechanical trades react upon extractive industry, we are justi-
fied in demanding serious proof before we concede that any
given increase in the demand for food will necessarily raise
the marginal cost of production. Undoubtedly, it may have

® Political Economy, chap. i.

® Marshall says merely that “a continued increase in the application of labor
and capital to land must ultimately result in a diminution of the extra produce.”
Economics, p. 230. Nicholson says that “the law gives no countenance whatever”
to the assertion that “the absolute cost of production of corn must increase.”
Political Economy, Vol. I, pp. 163, 164, 173. “What may happen at the end of
time,” he considers “a matter for prophecy and beyond the range of science.”

Commons says that, in the past, agriculture “has constantly shown increasing
returns.” Distribution, p. 119. Note, also, Devine, Economics, p. 360.
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that effect; but we have no proof that agriculture is always
governed by a law of increasing cost.*®

In the case of mining the situation is nearly the same, and
the chief point of difference is that in the production of minerals
the forces that tend to increase the marginal cost may be further
neutralized by the economies that come from concentration.
Fixed capital plays such an important part in modern mining
operations that a definite increase of demand may, by increasing
the average scale of production, tend powerfully to lower the
marginal cost. Beyond all question the ultimate exhaustion
of mineral deposits, as well as the operation of the law of di-
minishing returns from a given area, would cause a higher
\marginal cost if the demand should increase without limit. But
whether any particular increase of output will be obtained with
greater or with less difficulty must be settled by an investiga-
tion of the actual conditions of the case, and not by reference
to an arbitrary classification of mining as an industry that in-
evitably shows increasing marginal cost.®

In manufactures the strength of the forces that make for a
decreasing marginal cost is, doubtless, at a maximum. Even
when the raw materials must be procured at an increased cost,
the growth in the size of factories and the constant progress
of invention would often result in cheaper production in the
finished commodities. Yet it would be dangerous to say that
in manufacturing industry a larger supply can always be furn-
ished at a lower cost. There may be at any time a limit to the
size of a factory of maximum efficiency, and the progress
of invention may not necessarily keep pace with every increase
of demand. Such conditions might result in a higher marginal
cost for an increased supply, even apart from a possible rise

% The tendency of economists to classify agriculture as an industry governed
by increasing cost is due in some measure to a failure to discriminate between
the two standpoints recognized in this essay—the productivity of investments
made under static conditions upon a given area and the productivity of an
entire industry under dynamic conditions.

“In England it is possible that a very large increase of the output of iron

or coal would be attended with an increased marginal expense. In the United

States it would be very dangerous to predict that such would be the inevitable
result.
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in the cost of raw materials. All that can be claimed is that
manufactures are subject to a law of decreasing cost more
often than agriculture or mining, and that the rate of decrease
in this industry is often greater that it is in the others. Then
also, it is necessary to remember that the results will vary
according to the extent to which the supply is to be increased.
When an increase of 20 per cent can be secured at a lower
marginal cost, an increase of 40 per cent may lead to a higher
marginal cost of production. In any event the reduction of cost
could not continue indefinitely, else the commodity would finally
become a free good.

In current discussions it is usually assumed that there will
be many cases in which the marginal cost will remain stationary
as the output of an industry is increased, so that we may have
a law of constant cost. But such a result could be brought
about only by an accidental equivalence of the various con-
tending forces which are set in operation by an increased de-
mand for any commodity.”” In almost all cases the chances
would be greatly against a precise balancing of these opposing
influences, so that, in strictness, we must conclude that the
usual result of enlarging the output is to raise or lower the
marginal cost.®® But in practice the change in the position of
the marginal producer may often be so slight, especially when
the supply is increased to only a moderate extent, that no
material error is involved in speaking of a condition of con-
stant marginal cost. Even in such cases, however, it would be
better to recognize that the conditions are those of increasing
or decreasing cost, and then to make allowance for the fact
that the change is so small as to be negligible.

Our conclusion is, therefore, that under dynamic conditions
we find a law of decreasing and a law of increasing marginal
cost, when we consider the efficiency of land, labor, and capital
employed in the production of the entire supply of a commodity.

¢ This is perceived by Sidgwick, Political Economy, p. 190.

® Professor Carver, in discussing the incidence of taxation, mentions only
two classes of commodities produced under competitive conditions,—those sup-
plied under increasing and those furnished under decreasing “returns.” VYale
Review, Vol. V, p. 250.
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It seems to be impossible, however, to assign to any particular
commodity or industry a fixed place in schemes of classification
based upon these laws; and it is especially important to remem-
ber that the result of any alteration of supply may depend upon
the extent of the change that is to be effected. Before applying
these laws to any concrete case, we need far more serious study
than has yet been made of the actual conditions of the industry
in question. Without such particular investigation, attempts to
utilize the laws of increasing or decreasing cost are as likely to
cause error as to conduce to scientific insight.

\'

It remains for us to consider the manner in which the various
principles above formulated have been applied to the problems
of monopoly, value, and the incidence of taxation. In treating
the first of these subjects, economists have often said that the
so-called “law of increasing returns” is the primary cause of the
growth of modern monopolies. Professor Adams, for instance,
has divided industries into three classes,—those showing con-
stant, diminishing, and increasing “returns,”—and has declared
that in those cases where the “law of increasing returns” pre-
vails there is an inevitable tendency towards monopoly.*® Sim-
ilar views have been expressed by not a few other writers.™

It is at this point that the distinction which we have drawn
between the law of economy in organization and the laws of
increasing or decreasing cost proves most helpful. The writers
to whom reference has been made pass unconsciously from the
standpoint of a single establishment to that of an entire indus-
try, and apply the same principle, which they call “increasing

® Relation of the State to Industrial Action, pp. 35, 59, 60.

" Seligman, Shkifting and Incidence of Taxation, pp. 202, 203; Vale Review,
Vol. V, p. 270; Ely, Outlines of Economics, p. 29%. In his Monopolies and Trusts,
pp. 61-65, Professor Ely makes some changes in the statement of the principle.
Professor Commons classifies industries in a similar manner, but does not say,
except perhaps by implication, that where an industry shows “increasing re-
turns” there will be an inevitable tendency towards monopoly. Distribution
of Wealth, p. 124. English writers have, generally, at least, avoided the state-
ment that a condition of “increasing returns” in an industry necessarily implies
monopoly.
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returns,” to both cases.” But it is clear that an industry can
show a decreasing cost for the marginal unit of an increased
supply without exhibiting, necessarily, any tendency towards
monopoly.” The cost of the marginal unit may be lowered by
the general stimulus to inventions caused by an increased de-
mand, and this may happen even in the case of agricultural
products that are not produced by the methods of large-scale
production. Moreover, even when the decreased cost is due
wholly or in part to the fact that the growth of demand has made
it possible for the average establishment to enlarge its scale of
operations, it is probable that in many industries any one estab-
lishment will reach a point of maximum efficiency before it
develops into a monopoly. By maintaining the distinction be-
tween the law of economy in organization and the laws of
increasing and decreasing cost, the possibility of confusion at
this point is easily removed.

In studying the theory of value, it is necessary to adhere
rigidly to the consideration of the conditions that govern an
entire industry, and then to discriminate between the static and
dynamic problems involved. Our law of normal value should be
formulated first of all for static conditions of supply and de-
mand, and we should then study the changes of value that result
from dynamic conditions.

Modern theories of value have succeeded in co-ordinating the
principle of marginal utility, which governs demand, with the
old doctrine of cost of production, which related to the condi-
tions of supply.”™ Since, however, this essay is concerned with

™ Thus Professor Adams begins with a discussion of the laws applicable to
“industries,” and then proceeds to examine the situation of “an established
business” or “an expanding enterprise.” Relation of the State to Industrial
Action, pp. 55, 57, 59. Professor Commons, in spite of his usual care to separate
the two standpoints, explains the condition of “increasing returns” in an in-
dustry, by saying that the “larger the enterprise,” the “cheaper the cost per
unit of quantity of product.” Distribution of Wealth, p. 124. Cf. Ely, Economics
i 3’0’}.his was stated by Professor Seligman in the first edition of his Shifting
and Incidence, p. 146, note.

™This, I take it, is the service rendered by Professor Marshall’s treatment

of the theory of value. Cf. Commons, Distribution of Wealth, chap. i; Hadley,
Economics, chap. iii; Hobson, Economics of Distribution, pp. 68-70.
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the question of the efficiency of the process of production, we
shall, in our study of static conditions, neglect altogether the
laws governing demand, and consider solely the terms upon
which supply is furnished. Under a régime of monopoly, it has
been shown that the cost of production must be considered to
be uniform for all the units of the supply. But, under competi-
tive conditions, the universal rule is that the different portions
of the supply are produced at varying costs.

Now it is this law of varied costs that must be applied in
determining the normal value of any commodity, under condi-
tions of competition. At any given stage of production the
normal value must correspond to the cost of furnishing the
marginal, or most costly, unit of the actual supply. It is not the
average cost or the cost to a representative firm, but the mar-
ginal cost of production that is decisive in fixing the normal
value of all commodities. In this respect, manufactured goods
differ in no way from the products of the farm or the mine,™
and it is at this point that our law of varied costs finds its
all-important application.

Passing now to dynamic conditions, we shall consider the sub-
ject that has received most attention from economists,—the
effect of changes in demand upon the terms on which commodi-
ties are produced, and hence upon their normal value. In this
connection, attention is usually directed mainly to the results
of an increased demand; and it is at this point that the laws of
increasing and decreasing cost find their principal application.
We need not hesitate to accept the current doctrine that an
increased demand for a commodity that can be furnished at a
decreasing cost for the increment of supply actually required
will have the effect of lowering the normal value, and that the
opposite effect will be produced when the industry in question
conforms to the law of increasing cost. But the results of our
earlier discussion lead us to insist that the actual result in any
concrete case must be determined by a careful consideration of

™ For illustrations of the confusion arising at this point, from the failure to

discriminate between static and dynamic conditions, see Gide, Political Economy,
pp. 67, 68; Hadley, Economcs, pp. 88, 89.
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the situation of the industry, and that it is impossible to make
the general assumption that manufactured articles can be multi-
plied uniformly at a decreasing cost, while agricultural or min-
eral products are necessarily supplied under the opposite
conditions. Moreover, we have found reason for doubting
whether it is possible to assume the existence of a class of
industries of which the output can be increased at a strictly
constant cost.

But, when we turn to a consideration of the effects produced
by a decrease in the demand, we find that the theories generally
accepted lead to an erroneous conclusion. The current doctrine
is that, when an industry conforms to the law of decreasing
cost, a reduction in the demand, which enforces a curtailment of
the supply, will raise the cost of production, and consequently
the normal value of the product.” Upon the other hand, it is
contended that, in industries subject to a law of increasing cost,
the reduction of the supply will lower the marginal cost of pro-
duction and decrease the normal value. This last doctrine is
undoubtedly true; but we shall endeavor to prove that the first
conclusion is incorrect, and is based upon a confusion between
the conditions that control the output of a single establishment
and those which govern the product of an entire industry.

Economists who believe that a reduction in the supply of a
commodity subject to the law of decreasing cost will raise the
marginal cost of production, tacitly assume that the decrease of
the product affects all competitors in proportion to their outputs,
reduces the scale upon which the average establishment is con-
ducted, and therefore increases the cost. In so doing, they
assume that what would be true if one establishment furnished
the entire supply, will be true when the product comes from
scores or hundreds of competing enterprises. This assumption is
wholly inadmissible. The necessity of reducing the entire supply
will generally have the effect of forcing out of business the
marginal producers, who labor under the greatest disadvan-
tages; and, after production is decreased in this manner, the

™ See Nicholson, Political Economy, Vol. II, p. 56; Marshall, Economics, pp.
525, §526.
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remaining establishments will be able to conduct their opera-
tions upon the same scale as before. This is the precise result
which these writers assume to occur in the case of industries
that are subject to the law of increasing cost; and there is no
reason why the situation should be different in the one case from
what it is in the other. Mr. Sidgwick seems to be the only
economist who has appreciated this fact, and his statement of
the case is worth quoting:™ “It does not follow from this that a
fall in demand will have a similar tendency to increase the cost
of production: in most cases the effect of such a fall would, I
conceive, rather be to diminish the number of separate estab-
lishments in which the branch of production in question was
carried on.”

It may be conceded that in an industry where there were only
a few large enterprises, of nearly the same grade of efficiency,
the immediate effect of the reduction in the demand might be to
decrease the output of all the establishments in almost similar
proportions, and therefore in some cases to raise the cost of
production. But, if the reduction in demand proved to be perma-
nent, and did not drive the producers into a combination,
competition would ultimately eliminate the weakest establish-
ments, and leave the stronger in the same position that they had
formerly occupied. Such a case would differ from any other only
in respect of the ease and promptness with which the industry
adjusted itself to the change in business conditions. The differ-
ence is certainly worthy of notice, but it does not affect the
ultimate working of our principle.

The erroneous views that have been entertained upon this
point are caused by the failure to discriminate between the law
of economy in organization and the law of increasing or decreas-
ing marginal cost. Even if the reduced cost of the larger supply
resulted solely from the fact that the increased demand had
enabled the various establishments to produce upon a larger
scale, it would not follow that a subsequent decrease in the de-
mand would compel all competitors to curtail their operations.
This, we believe, has been sufficiently demonstrated. But, as a

" Political Economy, p. 19§, note,
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matter of fact, the lower cost of an enlarged supply may be the
result of general improvements which are introduced throughout
the industry in consequence of the stimulus imparted by a grow-
ing demand. Now it is evident that no future reduction in the
output will drive producers back to the use of discarded ma-
chinery and methods; so that in all such cases there is no reason
for thinking that a decreased demand will raise the marginal
cost. As a general rule, therefore, we must hold that a curtail-
ment of supply will force the weakest producers out of the field,
and will not ultimately restrict the operations of the remaining
competitors.

The error involved in the current theories will become evident
when we consider the diagrams usually employed to illustrate
the point in question. Mr. Marshall, for instance, presents the
following diagrams in order to show the effects of the laws of
increasing and decreasing cost:""—

The first figure, which applies to an industry of increasing
cost, calls for no comment. But the second, which illustrates the

aty
D
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Fic. 1

law of decreasing cost, is open to criticism. For our purpose it is
sufficient to examine the supply curve, SS’. This curve begins
to decline after the supply is increased beyond OH units, and it

™ Economics, p. §25.
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represents nothing more than the rate at which the cost of tke
marginal unit decreases as the output is enlarged. It does not
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represent the cost of producing a// the units of the commodity,
and can give us no idea of what will happen when the supply is

reduced.
In order to show the effects of the law of decreasing cost upon
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the conditions of an industry,—i.e., upon the entire supply of a
commodity subject to the operation of competition,—the supply
curve’ must be constructed as shown in Fig. 3.

™ For the sake of simplicity, I shall omit the demand curve, and assume an

equilibrium of supply and demand at BH, CI, and DJ, under the various condi-
tions assumed.
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Here we assume that AB units can be produced at a mar-
ginal cost of BH, and that producers possessing superior ability
or facilities will furnish their portions of the supply at varying
costs represented by the line GH. Then we assume that, if the
supply is increased to AC or AD, the marginal cost will fall to
CI and DJ, respectively; while the superior producers will
furnish their outputs at costs represented by FI in the first case
and EJ in the second. For each stage of production the normal
value will depend upon the marginal cost.

If now we assume that an increased demand has enlarged the
output from AB to AC, and reduced the normal value from BH
to CI, we are in a position to detrmine the effect of a subsequent
reduction of the demand. When such a change occurs, the supply
will be reduced to something less than AC; and the marginal
cost will also recede from CI to some other point along the line
FI. In other words, a decreased demand will lower the normal
value by forcing out of business the weakest producers, whose
costs of production approximate or equal CI. We are able also to
demonstrate the precise nature of the error to which Mr. Mar-
shall’s diagram leads. His supply curve, SS’ (Figure 2), is the
same as the line joining the points H, I, and J (Figure 3). It
represents merely the rate at which the marginal cost falls
when the supply is enlarged, and does not show the cost of pro-
duction of the various units of any given quantity of the
product, AB, AC, or AD.

For studying the effects of an increasing demand the supply
curve drawn by Mr. Marshall will suffice, since all we need to
know in that case is the position of the marginal cost of produc-
tion. But when we consider the result of a subsequent decrease
in the supply, it is necessary to draw the lines GH, FI, and E]J,
which represent the varying costs at which all except the mar-
ginal units are supplied. When this is done, it becomes evident
that a decreased demand will lower the marginal cost, and
hence the normal value,’of commodities subject to the law of
decreasing cost as well as of those governed by the law of
increasing cost.

And, finally, we come to certain problems relating to the
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incidence of taxes imposed upon commodities. It was the theory
of Ricardo that™ “the taxing of all commodities, whether they
be necessaries or luxuries, will, while money remains at an unal-
tered value, raise their prices by a sum at least equal to the tax.”
But Senior made a distinction between manufactured goods and
raw produce, holding that*® “taxes on manufactured commodi-
ties ultimately raise the price, and that by an amount exceeding
the amount of the tax. Taxes on agricultural produce in its
unmanufactured state do not necessarily occasion any ultimate
rise of price, and raise it, if at all, by an amount less than that of
the tax.” His reason for this opinion was that a tax upon
manufactured goods would raise the cost of production by
decreasing the quantity produced: whereas, in the case of raw
produce, the consequent reduction of supply would throw the
poorest lands out of cultivation, and so lower the cost. In this
direction, Senior was followed by John Stuart Mill.**

Later writers have made use of the laws of increasing and
decreasing cost, and have held that a tax upon commodities
subject to the law of increasing cost will raise the price by less
than the tax, while a tax upon articles produced at a decreas-
ing cost will increase the price by more than the amount of the
tax.’? But such a statement of the laws of incidence depends
upon the erroneous inference from the law of decreasing cost
which we have criticized in previous paragraphs.

We have seen that, even if the supply of a commodity can be
increased at a decreasing cost, it does not follow that a reduc-
tion in the output, such as would be caused by a tax, would raise
the marginal cost of production. The tax would drive the mar-
ginal producers out of the field, and would lower the cost of the
marginal unit produced under the altered conditions. Therefore,
there is no ground for discriminating between manufactured
goods and raw produce or between commodities furnished at a

™ Principles of Political Economy, chap. xvii.

® Political Economy, pp. 120-124.

* Principles, Book V, chap. iv, Secs. z and 3.

 Marshall, Economics, pp. §26-530; Nicholson, Political Economy, Vol. II, p.

57, Vol. III, pp. 310, 341; Seligman, Shifting and Incidence, 207-209; Daniels,
Public Finance, 71; Davenport, Qutlines of Economic Theory, p. 220.



118 VARIATION OF PRODUCTIVE FORCES

decreasing cost and those supplied at an increasing marginal
outlay.®® In all cases we must assume that a certain stage of
production has been reached at the time the tax is imposed, and
that the tax merely drives the weakest competitors out of the
industry. It is true that taxation may restrict the subsequent
development of an industry in various ways, and that it may
prevent a future reduction of the marginal cost through an
increase which would have occurred otherwise in the demand.
But this is a different question. There seems to be no reason for
thinking that the imposition of a tax will raise the marginal cost
above the level that formerly prevailed, and therefore increase
the price by more than the tax. In all cases it would seem that
the result must be to increase the price by something less than
the amount of the tax.

The error which Mr. Marshall and others make in the use of
the supply curve drawn to represent the condition of decreasing
cost becomes very apparent when this question of incidence is
considered. Thus Marshall draws a curve® parallel to the orig-
inal supply curve, SS’ (Figure 2), and assumes that this repre-
sents the conditions of supply after the imposition of a tax.
But his original curve, SS’, does not represent the cost of any
except the marginal units of successive increments of supply;
and the cost of the units furnished by superior producers must
always be less than that of the marginal unit. The conditions
subsequent to the levying of a tax can be represented only
by drawing, in Figure 3, lines parallel to GH, FI, or EJ, ac-
cording as the supply, at the time when the commodity is taxed,
is AB, AC, or AD. When this is done, the resulting diagram
becomes precisely like the one which Marshall uses in studying
the effects of taxing commodities subject to the law of increasing
cost, and the incidence of the tax is seen to be the same in both
cases.

A single point remains to be considered. When a tax causes
a reduction of the supply, it may happen that the marginal
producers who are forced out of business will remove from the

® This discussion relates, of course, solely to competitive conditions. The

incidence of taxes upon monopolized products is not now considered.
% Economics, pp. 527, 530. Cf. Seligman, Shifting and Incidence, p. 209.
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market a larger quantity of the product than needs to be with-
drawn in order to establish a new equilibrium between the
demand and the supply. In any case when this happens, the
remaining producers will be able to increase their sales before
the deficiency in the supply offered under the new conditions is
made good. Whenever this condition occurs, therefore, the tax
may result in an enlargement of the size of the remaining
establishments and a further reduction of the marginal cost.®®
Whether this is anything more than a mere theoretical possibil-
ity need not now be considered.

The three problems just discussed are far from exhausting
the possible applications of the principles with which this essay
has dealt, but they are sufficient to show the importance of the
distinctions for which we have contended. In conclusion, it may
be suggested that the various laws which we have presented
should be looked upon as the special forms in which a more
general principle manifests itself. This larger principle may be
called the law of the variation of productive forces,*® and the
final results of our argument may conveniently be summed up
in the following table:—

(1. Of a given

area of |
land.

Law of dimin-
ishing returns.

II. Of a single
plant or es-
Laws of the vari- tablish-
ation of pro-J ment.
ductive forces.

(

Law of economy
in organiza-
tion.

III. Of an en-[1. Under static([Law of varied
tire indus- conditions. costs.
try. {2. Under  dy-(Laws of increas-
namic condi< ing or decreas-
tions, ing cost.

-

% This has been noted by Professor Carver in Yale Review, Vol. V, p. 263,
note. Something similar is noted by Professor Seligman in discussing license taxes.
Shifting and Incidence, pp. 292, 293.

® This law, as Professor Clark suggests, may be correlated with the law
of diminishing utility under the general designation of the laws of the “variation
of economic results.” Distribution of Wealth, p. 209.
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It is not claimed that this classification includes all the forms
in which the operation of the general law of variation is mani-
fested. But it is hoped that the results that have been reached
will remove the confusion that has existed at several points, and
prepare the way for future investigations of the working of this
most fundamental principle in economic science.®’

% Some further account of the subject is presented in the author’s Elements of
Economics (1905), PP. 74-96.



ADAM SMITH’S VIEWS ON
NATIONAL DEFENCE'

HE opening chapter of the fifth book of the Wealth of

Nations presents the first philosophical account in the
English language, and perhaps in any other, of the important
and comparatively neglected subject of public expenditures.
According to Smith’s “system of national liberty,” the sover-
eign “has only three duties to attend to; three duties of great
importance, indeed, but plain and intelligible to common under-
standings.” The first is that “of protecting the society from
the violence and invasion of other independent societies,”
which “can be performed only by means of a military force.”
Therefore the first branch of expenditures treated by Smith
is the “expense of defence.”

The full force and significance of what Smith has to say
upon this subject, which fills some sixteen octavo pages, can-
not be understood without reviewing the circumstances under
which it was written. Ever since the invention of firearms had
turned the scale in favor of the professional soldier, Great
Britain had been “muddling” along through a tedious and in-
effective debate concerning its military system. The Wars of
the Roses had left Englishmen with a deep-seated hatred of
professional soldiery, which made them averse to anything that
looked like a standing army.* The insular position of the British
Isles made it possible to trifle with questions of national de-
fence, and the long contest required to establish the supremacy
of Parliament over the Crown naturally fostered the belief that
a standing army was dangerous to civil liberty. Even at the

! Reprinted from Military Historian and Economist, Vol. I (1916), pp. 249-57.
Reproduced by generous permission of the publishers.

*More gave expression to this feeling in the Utopia. He argues that, since
England need never have a war except when she pleases, it is unnecessary to main-
tain armies in time of peace; that the French army is a dangerous set of cut-
throats; that untrained Englishmen often prove too much for the trained soldiers
of France; that in order to keep their forces in training, the French sometimes
seek occasion of war, as, according to Sallust, the Romans used to do.
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close of the seventeenth century, the Tories remembered Crom-
well while the Whigs could not forget the army of 30,000 men
which James IT had maintained without the consent of Parlia-
ment. Meanwhile other countries had developed large standing
armies and military genius had transformed the art of war;
so that except for the navy, which was often neglected, Great
Britain was without adequate means of offence or defence.

The eighteenth century, by force of sheer necessity, brought
some improvement; and very slowly the basis for a permanent
army system was laid. Yet in every interval of peace Parlia-
ment sought to reduce the army to an inconsiderable force,
so small as to render impossible both continuity of policy and
sustained efficiency. It long refused to give the Crown the right
to control the army by articles of war enforceable through
courts martial; declined to provide the troops with barracks,
preferring to billet them out, in a manner demoralizing to disci-
pline and efficiency; and from time to time, when something
happened to alarm the country, made feeble efforts to develop
an even feebler militia system. During the Seven Years’ War
the successes finally achieved by the elder Pitt made the army
somewhat less unpopular with the people; but the old opposi-
tion to a standing army continued, and the militia system found
numerous and influential supporters.

Thus, in 1760, Lord Bath lamented the growing tolerance
of large armies, deplored the erection of barracks, and ex-
pressed regret that members of great families were adopting
the army as a profession. Blackstone, in his Commentaries,
evinced fear that the Mutiny Act would prove dangerous to
English liberties, and opposed the barrack system because he
thought the army ought to live “intermixed with the people.”
Even after the American War politicians of note continued to
harp upon these timeworn themes, while army administration
remained corrupt and inefficient. The year 1793 found the
British Army still muddling along, counting upon the dogged
bravery of the enlisted men to offset unskillful handling,
wretched administration, imbecility of politicians, and indiffer-
ence of the people.
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This was the practical situation when, from 1751 to 1764,
Smith lectured at Glasgow College upon ethics, jurisprudence,
and economics. His point of view and method of approach were
wholly philosophical. That it was the duty of rulers to defend
the state, political philosophers had always agreed. Plato had
declared that the business of war is a separate profession which,
in accordance with the principle of division of labor, must be
turned over to a professional warrior class, carefully trained
for its work. His exposition of the subject very clearly influ-
enced the views of later writers; and from the sixteenth cen-
tury onward was a natural and convenient point d’appui for
political philosophers who, in treating of the subject of arms,
advocated the substitution of standing armies for the older
levée en masse.

Thus Bodin, after showing the necessity of military train-
ing, said that it is impossible to train all citizens, and that,
therefore, it is necessary to maintain a permanent military
force, as France had done since the fifteenth century.® Pufen-
dorf contented himself with the simple statement that rulers
should keep up and improve the courage and military skill
of their subjects, and provide in good time fortifications, arms
and men.* But Hutcheson, who was Smith’s teacher, had an un-
favorable opinion of standing armies. He taught that the mili-
tary virtues and arts are accomplishments highly becoming
honorable citizens, that arms should be no man’s exclusive
profession, and that all of the more honorable citizens should
take their turn at military service. He was able, however, to
suggest no method by which this result might be accomplished.®

When Smith succeeded to the chair once occupied by Hutch-
eson he considerably expanded the treatment of jurisprudence,
dividing the subject into four parts: justice, police, revenue,
and arms, which he termed the “four great objects of law.”
In the lectures dealing with arms he recognized that standing
armies might be dangerous to civil liberty; but showed that

¥ Six livres de la république, Vol. V, p. s.
¢ De jure naturae et gentium, Vol. VII, p. 9.
® A Short Introduction to Moral Philosophy, Vol. III, p. 8.
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in modern commercial states, like Great Britain, the general
run of people are unfitted for military service, and, without
the protection of standing armies, would be “an easy prey”
for their enemies.® “In the year 1745,” he remarked, “four
or five thousand naked, unarmed Highlanders took possession
of the improved parts of this country without any opposition
from the unwarlike inhabitants. They penetrated into Eng-
land, and alarmed the whole nation, and had they not been
opposed by a standing army, they would have seized the throne
with little difficulty. Two hundred years ago such an attempt
would have aroused the spirit of the nation. Our ancestors were
brave and warlike; their minds were not enervated by cultivat-
ing arts and commerce, and they were all ready with spirit and
vigor to resist the most formidable foe.” His conclusion was:
“However much standing armies may be exclaimed against,
in a certain period of society they must be introduced.” He
found also that the British method of organizing the army
minimized the danger to civil liberty.

It is a reasonable conjecture that the irruption of the High-
landers was responsible for the important place which Smith
assigned to the subject of arms when he came to lecture upon
jurisprudence at Glasgow College.” Following the defeat of
the British at Fontenoy on the 11th of May, 1745, the young
Pretender landed in Scotland; and with the aid of Highland
chiefs raised a force with which he was able to overrun the
whole country north of the Tweed in something less than two
months, entering Edinburgh on the 11th of September. By the
end of October he was ready to invade England, and on the

¢ Lectures on Justice, Police, Revenue, and Arms, pp. 26-30, 257-264.

"The Lectures on Justice, Police, Revenue, and Arms, in the form in which
they have come down to us, were probably delivered in 1762 or 1763. In 1759,
however, Smith’s Theory of Moral Sentiments promised at some future time
a treatise upon law and government, “not only in what concerns justice, but in
what concerns police, revenue, and arms.” John Millar, whose attendance upon
Smith’s lectures must have antedated by several years the publication of the
Theory of Moral Semtiments, stated in his celebrated account of the lectures
that Smith “considered the political institutions relating to commerce, the finances,
to ecclesiastical and military establishments.” It seems probable, therefore, that
from the beginning of his professorship the subject of arms occupied an important
place in his lectures.
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15th of November captured Carlisle. Thence he marched
through Lancashire as far south as Derby, reaching that point
with about six thousand men on the 4th of December. Great
Britain was wholly unprepared, the king being in Hanover at
the time and the greater part of the army in Flanders. At
length, however, forces were gathered to oppose the Pretender
who, retreating, won two indecisive victories over incompetent
British commanders before he was decisively defeated at Cul-
loden, on the 16th of April, 1746. All this occurred during
Smith’s term of study at Oxford, where he was in continuous
residence from the 7th of July, 1740, to the 15th of August,
1746. His mother, however, was in Scotland, probably at Kirk-
caldy, so that his last year at Oxford must have been an anxious
one.

In his preference for a standing army Smith differed not only
from his teacher, Hutcheson, but probably from current opin-
ion in Scotland, where a project for establishing a national
Scotch militia aroused from time to time general interest and
enthusiasm.! In 1759 French raiders appeared in Scottish
waters, and this led to a general demand for a Scotch militia,
which Parliament, mindful of the uprising of 1745, was unwill-
ing to grant. In 1762, Smith appears to have been one of the
original members of the Edinburgh Poker Club, which was
organized apparently for the purpose of agitating the establish-
ment of a militia. Perhaps this accounts for the apparent con-
cessions Smith makes to the militia system at one point in his
published lectures,’ a concession the exact force of which is
difficult to determine from the brief report that has come down
to us. Of Smith’s contemporaries, Adam Ferguson and Dr.
Carlyle were among the strongest supporters of the principle
of a national militia; and the former, after reading the Wealth
of Nations, upbraided Smith for his advocacy of standing
armies.*®

8 Cf. John Rae, Life of Adam Smith, pp. 134-140.

® Lectures on Justice, Police, Revenue, and Arms, p. 263.

 Rae, Life of Adam Smith, p. 138. Ferguson, History of Civil Society, Vol. III,
p. 5, contends strongly for the militia system; and in 1792 his Principles of Moral
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In the twelve years that intervened between his retirement
from the professorship at Glasgow and the publication of the
Wealth of Nations, Smith had ample opportunity to review
the whole question. Meanwhile the Prussian army, under Fred-
erick the Great, had reached its highest perfection, and ‘“the
acknowledged superiority of the Prussian troops.”** must have
tended to strengthen Smith’s earlier convictions. He therefore
concedes nothing to the militia system, and argues stoutly for
the superiority of a standing army.

His treatment of the subject in the Wealth of Nations is
based fundamentally upon the principle of division of labor.
In the first book he maintains that the application of this
principle is chiefly responsible for the improvement that has
taken place in the productive power of labor in modern times.
But in commercial states division of labor is carried so far
that the general run of the people spend their whole life in
the performance of a few simple operations, and tend to be-
come ignorant, sluggish, and unwarlike, unless the govern-
ment takes effective methods to combat this tendency.'? Thus
it comes about that, whereas in early stages of society the
ordinary life of the people sufficiently prepares them for fight-
ing, in the later industrial and commercial stages the people lose
the martial virtues and become thoroughly unfitted for war.
“An industrious, and upon that account, a wealthy nation,” he
remarks, “is of all nations, the most likely to be attacked; and
unless the state takes some new measures for the public de-
fence, the natural habits of the people render them altogether
incapable of defending themselves.”*®

Under these circumstances, he says, there are only two
methods by which provision can be made for the public de-
fence, the militia system and the standing army. His defini-
tion of these terms is based wholly upon the idea of division

and Political Science, Vol. II, p. 6, sets forth in strong terms the dangers of
entrusting military affairs exclusively to professional soldiers.

" Wealth of Nations, Cannan’s edition, Vol. II, p. 194.

2 Wealth of Nations, Vol. II, p. 267 et seq.

“Wealth of Nations, Vol. 11, p. 192.
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of labor. Any system that undertakes to “enforce the practice
of military exercise” upon all or nearly all of the citizens, thus
requiring them “to join in some measure the trade of a soldier,
to whatever other trade or profession they may happen to
carry on,” is a militia system. Upon the other hand, the main-
tenance of a body of professional soldiers, which makes ‘“the
trade of a soldier a particular trade, separate and distinct from
all others,” constitutes a standing army. This definition was
satisfactory enough in the eighteenth century, but it would
have required Smith, had he lived in the next century, to classify
as militias the so called national armies of Prussia and many
other countries.

In Smith’s opinion the conclusive objection to the militia
system is that “in a militia the character of the laborer, artificer,
or tradesman, predominates over that of the soldier,” greatly
to the detriment of the service. Before the invention of fire
arms individual skill, strength, and dexterity counted for more,
and this circumstance minimized the disadvantages of mili-
tias;* but under modern conditions, “‘regularity, order, and
prompt obedience to command” are the qualities upon which
success depends, and in these respects a militia, “in whatever
manner it may be either disciplined or exercised, must always
be inferior to a well disciplined and well exercised standing
army.”

A further consideration is that the “art of war, as it is
certainly the noblest of all the arts, so in the progress of im-
provement it necessarily becomes one of the most complicated
among them.” Its improvement depends, of course, partly upon
the general progress of the mechanical arts; but it cannot be
carried to the degree of perfection which the existing state of
the mechanical arts makes possible, unless it is made “the
sole or principal occupation of a particular class of citizens”
who can devote all their energy to perfecting it. “Into other
arts,” he says, “the division of labor is naturally introduced

Tt merely minimized them, however. Smith believed professional troops to be
much superior to others in the management and use of arms.
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by the prudence of individuals, who find that they promote
their private interest better by confining themselves to a par-
ticular trade, than by exercising a great number’’; but “it is the
wisdom of the state only which can render the trade of a soldier
a particular trade, separate and distinct from all others.”

These conclusions he seeks to reinforce by a historical re-
view of military systems. This reveals the fact that his defini-
tions of a militia and standing army are not always easy to
apply. As Bastable has very justly observed,'® the “whole dis-
cussion, in short, amounts simply to this: that the better disci-
plined and trained force will generally defeat its opponents,
and that it ought to be called a standing army.” Smith, indeed,
at one point remarks that a militia ‘“‘which has served for several
successive campaigns in the field, becomes in every respect
a standing army,” and adds that if the war with the American
colonies'® should ‘drag out another campaign, the American
militia may become in every respect a match” for the regular
troops of Great Britain.

The possible dangers to civil liberty Smith considers briefly.
A standing army may be dangerous if so constituted that the
interest of the commander and his principal officers “are not
necessarily connected with the support of the constitution of
the state.” In Great Britain, at least, he believed this condi-
tion was satisfactorily met, and he concluded that there a stand-
ing army ‘“can never be dangerous to liberty,” but may “in some
cases be favorable to liberty.”

In a later portion of the chapter on public expenditures,'”
Smith approaches the subject of military policy from another
point of view, and expresses certain opinions which, on their
face, appear hardly consistent with his earlier unconditional
approval of standing armies. In treating of the education of
youth, he says that with the progress of civilization the mar-
tial virtues gradually decay, unless governments take effectual
means of combatting this tendency. Just what can be done

™ Public Finance, 3rd edit., p. 62.
**The Wealth of Nations was published early in March, 1776.
Y Wealth of Nations, Vol. 11, pp. 271-272.
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he does not make clear, but his references to the Greeks and
Romans justify the inference that he had in mind systematic
effort to encourage “military and gymnastic exercise.” That
something should be done to prevent the general body of
citizens from becoming wholly unwarlike, is evident from his
remarks that “a coward, a man incapable either of defending
or of revenging himself, evidently wants one of the most es-
sential parts of the character of a man”—a thoroughly accurate
and philosophical description of a pacifist. “Even though the
martial spirit of the people were of no use towards the defence
of the society,” the “serious attention of government” should
be given to the task of preventing such “mental mutilation” as
cowardice involves; just as ‘it would deserve its most serious
attention to prevent a leprosy or any other loathsome and offen-
sive disease” from spreading its contagion among the people.”

These passages, however, are not incapable of reconciliation
with the opinions expressed earlier in the chapter; and Smith
indicates, though very briefly, how such reconciliation may be
effected.” The “security of every great society,” he says, “must
always depend, more or less, upon the martial spirit of the
great body of the people.” Under present conditions, however,
“that martial spirit alone, and unsupported by a well-disciplined
standing army,” would not suffice for defence and security. But
“when every citizen had the spirit of a soldier, a smaller stand-
ing army would surely be requisite.” Smith did not intend,
therefore, to oppose military training for the people at large,
or any other means of combatting such a “loathsome and of-
fensive disease” as the decay of military virtue. Such training
is good in itself, he thinks, as a part of the citizen’s ordinary
education; and if it is effective in preserving the martial spirit
of the people, it will enable a state to get along with a smaller
standing army than would otherwise be necessary. The idea
that he combatted was that by a militia system, a standing army
could be dispensed with. That was the practical question for
the British people in the eighteenth century, and upon it Smith
spoke in no uncertain tone.

¥ Wealth of Nations, Vol. II, p. 271.



THE NEED OF ENDOWMENT
FOR ECONOMIC RESEARCH!

HIS is a time of economic unrest, and therefore of eco-

nomic inquiry. Existing conditions are the object of in-
cessant criticism, the fundamentals of the present order are
often called in question, and nothing seems exempt from dis-
cussion, criticism, assault. Whereas a generation ago a mere
handful of books and a few magazine articles represented the
annual output of the United States in economics and sociology,
today the output rises to approximately 1000 volumes, which
is nearly one twelfth of the total book crop of the year; while
the magazines and newspapers flood the market with their ar-
ticles by the thousands and tens of thousands, to the despair of
the cataloguer and expert indexer.

Recent conditions may have been unusual; perhaps another
decade will see a change in popular interest. But it is not to be
doubted that economic problems will continue to absorb their
share of attention, and that economic inquiry will continue on
a larger scale than was ever known before the 20th century.
Equally clear is it that the importance of such inquiry cannot
be gainsaid. If the 19th century was the century of the natural
sciences, it cannot be doubted that the 2oth, whatever else it
may be, will be a century of social and economic inquiry.
Modern life will doubtless grow more complex rather than less,
more delicate and difficult economic adjustments will doubtless
be necessary, projects for the reform and perfection of mankind
will not become less numerous, and there will be great need of
scientific investigation in economics and the other social sci-
ences. Upon the success or failure of such inquiry, indeed, may
depend in no small measure the future of western civilization.

! Reprinted from The Harvard Graduatess Magazine (June, 1915), pp. 601-
610. Reproduced by generous permission of the publishers.
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To meet the need of the times, our existing equipment for
scientific economic research is inadequate. For serious investi-
gation in this field two agencies, and only two, are now avail-
able. On the one hand, we have the individual investigator
working with such private means as are at his command, and in
such leisure as he can snatch from his regular vocation. On the
other hand, we have governmental agencies like statistical bu-
reaus, commissions of inquiry, and certain administrative de-
partments having to do with such matters as taxation, railroads,
corporations, labor, commerce, agriculture, and the like. These
yearly become more numerous, and perhaps more influential;
and they supply materials of the greatest value to the private
investigator. Undoubtedly, the economist of today commands a
far larger mass of data than his predecessors.

But the greater part of this material is in very raw state,
some of it is untrustworthy, and most of it requires careful
verification, analysis and interpretation before it is fit for
scientific use. Therefore the resources of the individual investi-
gator are as inadequate as ever; indeed, not the least of his
troubles is the enormous mass of material,—valuable, doubtful,
or worthless,—which must receive patient and critical examina-
tion at his hands. On the whole, he is hardly better off than the
economist of the last generation, and there can be no doubt that
the progress of scientific economic investigation is greatly ham-
pered at every turn by the lack of such provision as has been
made in generous measure for the study of the physical and
natural sciences.

In the latter field it was long ago learned that the resources
of the individual investigator, even when he codperated with
his fellow scientists, were inadequate for the work at hand; and
it is today a matter of comparative ease to secure generous en-
dowments for scientific research in physics, chemistry, biology,
psychology, and medicine. But for economic science similar
endowments are almost entirely lacking, and seem hardly to be
regarded as necessary. For the most part the economist is ex-
pected to make bricks without straw, or at least with such few
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wisps as he can supply from his private resources, which are sel-
dom large; and yet economic research, when conducted properly,
is as expensive as research in any other field, and more expensive
than in most others. The collection of the primary materials is
often wholly beyond the ability of an individual investigator
under present conditions, and must be entrusted to govern-
mental agencies, which alone can gather comprehensive data
concerning population, resources, production, commerce, labor,
finance, and many other subjects. But such data frequently need
to be supplemented by private inquiry, and they always need
most searching and painstaking criticism; so that governmental
agencies leave much to be done even in the collection of trust-
worthy primary materials. Then after the data are at hand must
begin the process of analysis and interpretation, which is diffi-
cult and time consuming. Here, as in all other fruitful scientific
inquiry, economic investigation is always reaching into new
domains; and in any given domain must probe more and more
deeply, and make its analyses increasingly minute. In all these
respects the task of the economist is as difficult and exacting as
that of his colleagues in any other branch of science. His pro-
vince is vast, and a field for endless labor opens before him.

In some particulars, indeed, the task of the economist is even
more difficult than that of the student of physical or natural
science. The elements in any economic problem, the materials
with which the science deals, are exceedingly mutable, and fre-
quently change even while the economist is analyzing and classi-
fying them. Work done by the mathematician, if well done,
abides forever. The chemist or physicist may make his determi-
nations so accurate that they will remain the closest approxi-
mations to the truth; and the biologist, even though he knows
that species are not immutable, can safely assume that his
beasts and plants are not going to change before his investiga-
tion is completed. But the economist’s phenomena are in the
highest degree mutable. Some things, indeed, may not change.
The law of diminishing returns is not likely to be modified in
the near future even by act of Congress; nor does human nature,
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however modifiable by environment, change over night or even
reconstitute itself within a year. But such things as laws and
institutions, methods of production, available natural resources,
the numbers and distribution of population, are in constant
state of flux; and many an economist who lightheartedly begins
a study of current problems presently finds himself writing a
treatise on ancient history. Indeed, the economist’s task is never
done. His materials must ever be collected anew, and his work
must ever be repeated; the economic order changes, and the
living specimens of today become in a few years the fossil re-
mains of a bygone age. It will be noticed that I am speaking
not of changes in theories about given economic phenomena,
but of mutations of the phenomena themselves. In every field
of science theories change, but in no field do the phenomena
themselves change so generally and rapidly as in the social sci-
ences.

A further difficulty is that the materials with which the econo-
mist deals are peculiarly liable to perversion, distortion, and
even deliberate falsification. This fact enormously increases the
investigator’s difficulties, and greatly adds to his labor. For this
reason alone, the resources of the private investigator would
surely be inadequate; and when to this is added the mass and
complexity of the materials and their extraordinary mutability,
the need of greater facilities than the individual economist can
command is too apparent to require further comment.

One conceivable solution of the difficulty is to turn all large
undertakings over to the State. Already the United States gov-
ernment is spending large sums for research, and the total cost
of such work must amount to several million dollars annually.
The Department of Agriculture, the Department of Commerce,
the Bureau of Labor, the Census Bureau, the Bureau of
Corporations, and the Interstate Commerce Commission have
done, and are doing, work of the greatest importance to the
economist, much of which, especially in the field of statistics,
would be absolutely beyond the capacity of any individual in-
vestigator or private organization. In a similar manner various



134 NEED OF ENDOWMENT FOR ECONOMIC RESEARCH

states and an occasional city are carrying on work of great im-
portance, usefully supplementing the scientific work of the
Federal government. Why not, then, depend upon these public
agencies for such economic research as lies beyond the power
of the individual investigator?

I have not the least desire to disparage governmental re-
search; on the contrary, as indicated in the previous paragraph,
I believe it to be highly useful, and in some fields indispensable.
I believe also that the last 10 or 15 years have seen a distinct
improvement in the quality of the work done in the United
States, although such improvement has not everywhere kept
pace with the increase of output. But after giving the most
generous recognition to what the State is doing for the promo-
tion of economic research, we must recognize that it would be
highly unfortunate, and even dangerous, to permit the State to
monopolize all economic inquiries that lie beyond the power of
the individual investigator.

For, in the first place, even scientific research, when turned
over to a governmental agency, is brought directly within the
domain of politics. I do not mean, of course, that all of our de-
partments or bureaus carrying on scientific work are headed
by practical politicians and manned by political workers. This
sort of thing, as we all know, is becoming less common; and
there are not a few cases in which it is possible to say that
politics, in this sense of the word, has been largely, and for
considerable periods even wholly, excluded. To be sure, even a
president of Mr. Wilson’s antecedents has been guilty of plac-
ing in charge of an important bureau, the only work of which
is of a scientific character, a man whose principal qualification
evidently was that he had been chairman of the party committee
of a certain state. But such occurrences are becoming less fre-
quent, and we may fairly anticipate continued improvement in
the matter of treating scientific positions as mere political spoils.

But even with the grosser forms of political influence elimi-
nated, it is true, and must remain true, that political considera-
tions or purposes can never be wholly eliminated from govern-
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mental research. Even such an apparently non-political bureau
as the Geological Survey may become the storm centre of the
conservation movement if official determination has to be made
of the apparently simple question of the effect of forest destruc-
tion upon soil erosion, and the Weather Bureau may become
surcharged with political lightning if a loquacious chief ex-
presses uncalled-for opinions concerning the influence of forests
upon rainfall and the flow of rivers. Even chemical and physio-
logical inquiries take on a political tinge if they relate to the
use of benzoate of soda, the wholesomeness of oleomargarine,
and the products of the Chicago stock-yards. In fact, a clever
politician can extract a surprising amount of political capital
from such scientific inquiries as these, and a scientific investi-
gator may risk his official head if his inquiries lead to an un-
welcome conclusion. Some years ago a physiological chemist
who was so unfortunate as to determine that good oleomargarine
is a perfectly healthful article of food was told that his insti-
tution need expect no further support from the State if its
professors were to antagonize the farmers in this manner. Equal-
ly hard might be the lot of any other investigator whose scien-
tific determinations in this, or any allied field, should prove
unpalatable to the conservationist, the pure-food crusader, the
farmer, the social reformer, or the big corporation that pro-
duced the articles subjected to scientific analysis.

What happens to such peaceful and apparently non-political
sciences as chemistry and physiology when they come into con-
tact with politics, is much more certain to happen to a science
like economics, which from the very nature of the case must
deal with questions that are political in character. Even if we
grant that it is possible to eliminate absolutely the spoils system,
it would still remain true that economic research under Re-
publican auspices would necessarily be a somewhat different
thing from economic research under Democratic guidance, or
under the control of a Progressive, Socialist, or Prohibition ad-
ministration. Messrs. Redfield and Davies, for instance, in-
evitably give a different tone to economic inquiries under their



136 NEED OF ENDOWMENT FOR ECONOMIC RESEARCH

charge from that imparted by Messrs. Cortelyou and Smith.
This is not by remotest implication a reflection upon the honesty
or fairness of any of these gentlemen, but it is merely a state-
ment of a condition that inevitably results from the personal
equation and the political creed. Nor is it a reflection upon gov-
ernmental research as such, for such work may be highly use-
ful in spite of the allowance that has to be made for the personal
or political equation. I maintain simply that we must not blink
the patent fact that governmental research can never wholly
lose a political character. Such research may be highly useful,
and, in fact, is becoming increasingly necessary; but we should
not on that ground indulge in any illusions concerning it. “Offi-
cial statistics,” the “impartial findings” of a Federal commis-
sion, the “final and authoritative’” determinations of a govern-
ment bureau, are indeed entitled to respectful reception and
careful consideration; but they do not give us necessarily the
last word upon any subject.

I have spoken so far only of the inevitable defects that arise
from personal or political bias, such as is bound to exist among
the best of men, and is least harmful when frankly admitted.
But beyond this, there is the possibility of deliberate perversion
of governmental investigation for partisan purposes. Some
branches of Census work have suffered seriously from this
cause, particularly the statistics that used to be published con-
cerning the average wages paid in manufacturing industries.
The most notorious case occurred in 1892, when, by manipulat-
ing the divisor used in computing average wages, the Census
was able to announce that the average remuneration had risen
from $347 in 1880 to $445 in 1890. On the eve of the presiden-
tial election the Census issued a series of bulletins relating to
wages paid in the leading cities of the country, and exploiting
in the most conspicuous manner possible the increase alleged to
have occurred during the decade ending in 189o. These bulle-
tins purported to show that wages had increased nearly 53%
in New York, 35% in Chicago, 45% in Boston, 52% in Phila-
delphia, 73% in Atlanta, 77% in Richmond, 77% in Syracuse,
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and so on through the list. It seemed as if the campaign com-
mittee had mobilized its forces at the Census Office, and was
directing a hail of deadly statistical shrapnel at the enemy’s
trenches. This may have been good politics, but it certainly
was not good science; and even from the political point of view,
it led to awkward consequences. The average wages for 1890
were placed at such a high figure that it was a foregone con-
clusion that, without deliberate falsification of the data, the
statistics of 19oo could not exhibit a further increase. As a
matter of fact, they showed a decrease, computed by the old
method, from $445 to $438, which was perhaps a fortunate
result in that it demonstrated the dangers of political wage
statistics. It is gratifying to be able to add that there has been
no time since the Census was made a permanent bureau when
such a performance as that of 1892 would have been conceiv-
able.

Another celebrated feat of official statistics was the so-called
Aldrich Report of 1893, which purported to give, among other
things, statistics showing the general course of wages in the
United States from 1840 to 1891. These statistics were im-
mediately accepted as “official,” and incorporated in the eco-
nomic literature of this and other countries; but it later de-
veloped that they had been gathered and handled by methods
that would not bear the slightest careful criticism, and that some
of the things done by the makers of the Report were so pre-
posterous as to bring in question the investigators’ honesty of
purpose. In one establishment, a brewery, the investigators
found a brewer whose wages had increased from $6.39 a day
in 1860 to $23.96 in 1891, or something like 285%; and they
adopted a method of averaging which made the wages of this
typical proletarian count for as much in determining the general
result as those of 133 common laborers found in another indus-
try whose wages had increased only 29% during the period of
31 years.

These examples show what official investigators can do even
with such comparatively simple and definite things as statistics.
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When it comes to inquiries into complicated industrial condi-
tions and the investigation of large questions of public policy,
the opportunity for deliberate bias is greatly increased. Some
14 years ago, we had a Federal Industrial Commission which
investigated almost every conceivable subject except white
slavery and the recall of judges, but was particularly concerned
with the trust problem and the protective tariff. The final re-
port of the commission, in some 19 formidable volumes, has
been widely used by both American and European investigators
as a repository of economic information. Yet it was perfectly
evident to the discerning at the time, and today would probably
not be questioned by anybody, that, so far as the trusts and the
tariff were concerned, the work of the commission was funda-
mentally partisan and political, and that its report contains
fully as much misinformation as information. Certainly an
economist with a professional reputation to maintain would to-
day be chary of citing the findings of this commission as high
authority upon either the trust or the tariff problem.

At the present writing, we have with us another industrial
commission appointed a year or two ago as a result of the recent
social unrest. In the closing months of his administration, Presi-
dent Taft named a commission, but his nominations aroused
violent protest on account of the alleged conservative views of
the nominees; and they were not confirmed by the Senate.
President Wilson a few months later named another commission,
against which the charge of conservatism can hardly lie; and
this body is now making an official investigation of social condi-
tions. On the eve of an important investigation the chairman, in
a public address, denounces roundly the institutions he is about
to investigate. Some months before the commission’s inquiries
are concluded he announces that the country can never prosper
“as long as the banks handle the wealth of the nation purely to
make it pay the largest dividends,” and makes the “definite”
suggestion that “autocracy in business” must go. When such per-
formances arouse discussion and criticism, the grand inquisitor
then announces that his “position is not a judicial one,” and
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that “judicial poise” is “a great bar to human progress.” Yet
two or three years from now we shall be asked to accept the
findings of this commission as “official.”

Cases are not wanting where investigations that yielded in-
convenient results have been wholly suppressed. This happened,
for instance, with an investigation of the sugar beet industry in
the United States, which was made for one of the departments
of the Federal government only a few years ago. And other
similar, but less well authenticated, cases will doubtless occur
to persons familiar with Washington affairs. Actual suppression,
however, is probably a comparatively rare thing. What usually
happens is that the administration in charge of national or state
affairs is committed to certain policies, and that the expert in-
vestigators of such an administration are unlikely to reach in-
convenient results. This is true not only of the political policies
of national or state administrations, but also of the general
policies of public departments in matters that are not immedi-
ately of political moment. A scientific student who turns to the
reports of any public department, whether it has to do with
taxation, banking, railroad administration, labor, or any other
economic interest, must always be careful to make due allow-
ance for the settled policies of the department. This is not a
reflection upon the integrity of administrative departments, but
it is a necessary allowance for the personal equation which en-
ters into all human affairs, public and private.

A final difficulty with the scientific work of governments is
that it is generally confined to what are considered practical
ends, by which is usually meant undertakings that give promise
of immediate practical results. This is seen in appropriations
for state universities which readily obtain money for agri-
cultural, engineering, and other practical subjects, but have
difficulty in securing meagre allowances for pure science, phi-
losophy, and the humanities. It is evidenced also by the large
appropriations the Federal Government makes for agricultural
research, labor, and similar practical interests. In time, condi-
tions may change, but for the present there is slight prospect of
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securing public support for research outside of economic ques-
tions of immediate practical concern.

Useful and even indispensable as it may be, therefore, gov-
ernmental research in the field of economics needs to be sup-
plemented by adequate private agencies. We need to place be-
side the Census Office, the Bureau of Labor, the Interstate
Commerce Commission, the Bureau of Corporations, and the
other excellent boards and bureaus, both state and national,
now engaged in economic research, a number of private agencies
that shall be free from political stress and disturbance, relieved
from the necessity of confining themselves to investigations of
immediate practical value, and amply equipped for the most
thorough, painstaking, and accurate research in both pure and
applied economics. Since scientific work of such a character can-
not possibly be remunerative in the pecuniary sense, it is evi-
dent that such agencies can be provided only by endowments.

It also seems clear that a university devoted to scientific
studies and dedicated to the pursuit of truth is a most fit insti-
tution to receive such endowments. Here the investigator will
not be obliged to confine himself to inquiries that promise im-
mediate practical results. Here he may be free from political or
other pressure, and may benefit from association with scien-
tists engaged in other fields of work, especially the older and
more exact sciences.

The work that might be accomplished by such endowments
can hardly be overestimated. Never yet in the history of the
science has the economist been given the resources and equip-
ment really necessary for his work. To fashion bricks without
straw were a light and attractive task compared with his. If
Harvard University could receive during the next few years an
endowment adequate to make even a respectable beginning of
organized research, it might within a generation do more than
any private agency has ever done to advance the frontiers of
economic science.

Such a tremendous vista of useful investigations would open
before a department properly equipped for economic research
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hat a very large endowment is thoroughly justified and even
argently needed. This may not be the time for undertaking
arge enterprises that call for money, but it is possible to begin
he work in a modest way by the endowment of one or more
‘esearch assistantships, which would permit the Department
.0 prospect the field. Such endowment would enable the Uni-
versity to provide a professor with competent assistants like
hose provided for investigators in other fields. The sum of
p30,000 would endow such assistantships and provide for the
ncidental expenses that always arise in connection with scien-
ific work. They would certainly justify themselves by their
-esults, and further endowments would then be easier to secure.

Another excellent plan would be the provision of funds for
‘e investigation of particular subjects. There is great need, for
nstance, of searching investigation of the recent increase of
sublic expenditures in the United States, an undertaking that
would certainly prove fruitful in both theoretical and practical
-esults. Even greater is the need of a searching investigation of
‘he present world-wide increase of prices, which, like similar
srice movements of former times, is producing economic dis-
-urbances of vital practical moment and the greatest theoretical
nterest. Then there are the troublesome problems of the day,—
socialism, single tax, labor legislation, the extension of public
ndustries, public regulation of private industry, the tariff
sroblem, the problem of large-scale production, and all the
sthers,—that occasion so much discussion at the present time.
We hear much about what other countries have done in this
lirection or that, but we have comparatively little first-hand
nvestigation, impartial and absolutely scientific, of the actual
-esults of such experiments. At every hand topics of fascinating
scientific interest and great practical importance abound. Com-
detent workers are not numerous, and their resources are pain-
fully inadequate.

In a new undertaking of this character, the first step is usual-
ly the hardest. The endowment of economic research at Har-
vard University is a thing that can be finally and conclusively
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justified only by its results, and such results in turn are im-
possible without an endowment. The Department of Economics,
however, believes that a strong case can be made out in favor
of an experiment in this direction. It is now in quest of endow-
ments for research assistantships and funds to defray the ex-
pense of particular investigations. I am grateful for the oppor-
tunity to bring this matter to the attention of the Harvard
Graduates’ Magazine.



COMMODITY PRICES DURING
THE PRESENT DECADE!

INCE 1914 business has been subject to grave hazards the
S like of which have not been known since the Civil War.
Upon the whole, conditions have improved since the armistice;
and it is clear that, especially in the United States, the world
is returning to a more normal status. The war strained western
civilization almost to the breaking point, but did not destroy
it; and we may set it down to the credit of the existing eco-
nomic order that it has withstood stresses that would have
wrecked any institutions not fundamentally sound.

The fact that, in spite of all difficulties, the general trend can
now be clearly seen to be toward more normal and prosperous
times has recently produced a marked improvement of business
sentiment, which is such a vital factor in economic prosperity.
Trade is better throughout the western world, economic recon-
struction by the method of revolution is no longer a source of
apprehension, money conditions have grown easier, and it is
becoming possible to make intelligent plans for the future. On
one point, however, considerable apprehension still exists, with
the result of retarding to some extent recovery from the recent
business depression. This point is the probable trend of com-
modity prices during the next five or ten years.

When the armistice was concluded it was very generally ex-
pected that prices would decline to something like their pre-
war level, and there did actually ensue a brief depression which
seemed to confirm such fears. But in the spring of 1919 flush
times returned and carried prices to a higher point than had
ever been reached. This naturally led many people to conclude
that the war had raised prices to a high level which was cer-

! Reprinted from Harvard Economic Service, Vol. I (June 10, 1922), Weekly
Letter No. 24. Reproduced by generous permission of the publishers.
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tain to be maintained for many years and might even prove
to be permanent. The events of the last two years have shown
the second theory to be erroneous, but have not yet proved the
first to be correct. Prices declined very severely, but their gen-
eral average is still far above the figures for 1913; and in re-
cent months the trend has, upon the whole, been upward. Under
such conditions it is not strange that a sharp division of opinion
exists concerning the probable trend of prices during the next
decade.
TaE HistoricaL EVIDENCE

Since business conditions are affected by price movements
more than by any other single factor, the precedents offered by
the past have been anxiously examined in the hope that they
might disclose what the future has in store. For this purpose the
most interesting and pertinent evidence is that afforded by the
history of price movements in England and the United States
since the year 1800; and wide currency has been given to such
data as are shown in the chart on the following page.

This chart shows wholesale prices for a period of 122 years.
For England from 1797 to 1820, and again from 1914 to the
present time, prices were in terms of inconvertible paper money.
For the United States the same is true for the years 1814-17,
and for the years 1862-79. With these exceptions the chart
records the movements of gold prices, which of course were sub-
stantially the same in other countries.

It will be noted that the high prices prevailing during the first
half of the second decade of the nineteenth century, which were
due to inflation caused by war, were followed by a long period
of declining prices which continued, with temporary interrup-
tions, until 1849, when the gold discoveries in Australia and
California enormously increased the production of the yellow
metal and inaugurated a period of rising prices. In the United
States this upward swing was succeeded by currency inflation
during the Civil War; and this, in turn, was followed by a
period of drastic deflation which, by 1878, had brought prices
back to a level lower than that prevailing in 1861. During the
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sixties gold prices in England pursued the even tenor of their
way, but in the early seventies they entered upon a long de-
cline which lasted until 1897. In the United States, which had
returned to a specie basis in 1879, a similar movement was
recorded; and like developments occurred in all other countries
which had a gold standard. The upward swing of commodity
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prices from 1897 to 1914 was due to another phenomenal in-
crease of gold production, resulting from the opening of the
South African mines and the introduction of new and improved
methods in quartz and placer mining. The inflated prices of the
last eight years require no comment except that the great in-
crease in the United States was due to the expansion of bank
credit, not to inconvertible paper money, and to prodigious im-
ports of the yellow metal which enabled credit to expand with-
out causing a departure from the gold basis. From this historical
record the natural and plausible inference has been drawn that
just as prices after the two previous periods of currency inflation
reverted to their former levels, so in the present instance they
must return to something like the level that obtained in 1913.
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INTERPRETATION OF THE EVIDENCE

But historical parallels are likely to mislead unless care is
taken to determine whether all important conditions are the
same. From 1815 to 1848, and from the late sixties to 1896 they
seem to have been so; but some of the leading factors in the
present situation are very different from those operative in the
previous instances, so that judgment should be suspended until
these points are carefully examined.

The war which came to an end in 1815 left England and the
United States with a heavy burden of debt, but a burden which
subsequently was greatly lightened by rapid industrial develop-
ment. By 1836 the United States had extinguished its national
debt out of the proceeds of customs duties and public land sales.
England made no such progress in the reduction of her debt;
but industrial development and the increase of population
brought it about that by 186o the debt had ceased to be a
factor of serious importance. In both countries falling prices
were attended with hardship, but did not require sacrifices too
great to be endured. The same thing was true of the United
States after the Civil War. Industrial development proceeded
apace; vast areas of new land were made available for settle-
ment; and the revenues derived from customs duties and moder-
ate internal taxes upon liquors, tobacco, and a few other ar-
ticles enabled the country to reduce its debt rapidly. No similar
conditions can be expected today to alleviate the burden that
would result from a return of the 1913 level of prices. Both
countries will doubtless increase their industries and wealth, the
United States more rapidly than England. But neither can ex-
pect that the natural growth of industry and population will
enable it to make headway with the reduction of its debt without
heavy internal taxation, so severe as to have a depressing effect
upon industry and certain to become intolerable if the real
weight of the debts is enhanced by a continued fall of com-
modity prices. In fact, deflation resulting in a return to former
price levels would have consequences so serious as to produce
dangerous political developments, and in all probability would
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lead to a sharp reversal of financial policies. Of this we have
already had a foretaste in attacks upon the federal reserve
system, the revival of the War Finance Corporation, and the
recrudescence of paper money heresies.

When we turn to other countries, as we must because the
problem involves the future of gold prices throughout the world,
a return to the pre-war status appears even more improbable.
The United States never abandoned the gold standard, the pound
sterling never depreciated so far as to make it idle for Great
Britain to attempt to return to the 1913 parity, and the European
neutrals are, in general, not so deeply involved as to prevent
them from restoring their currencies to the former status. But
the continental belligerents seem to be left in a condition that
precludes restoration of the former gold parities without partial
or total bankruptcy. In cases where their currencies have sunk
to an insignificant fraction of their original value this has already
become evident; and it is noteworthy that the Financial Com-
mission of the Genoa Conference, in recommending the ulti-
mate restoration of a gold standard, says that this “will not
necessarily be at the former gold par.”

Countries like France and Italy occupy an intermediate posi-
tion. The franc and the lira have so far depreciated that there
can be no thought of immedate return to the pre-war parity;
but instinctive repugnance to “redefining” their monetary units,
fear of impaired credit and prestige, and absorption in prob-
lems of more pressing importance have resulted in a temporizing
policy and disinclination to face the hard facts. These are, as
we see them, that restoration of the franc and lira would in-
volve, respectively, something more than doubling and trebling
the weight of the domestic debt, while national budgets are not
yet balanced and may not be for years to come. A deflationist
policy has been proclaimed by all governments holding office
in France since January 1920, and the banknote circulation
has actually declined from 39 to 36 billions. But at the same
time the issue of national defense bonds has increased by some
20 billions; and we are now told that these bonds, issued in
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denominations of 100, 500, and 1000 francs, have to some extent
acquired the character of currency and are offered and accepted
in transactions at fairs, markets, shops, lawyers’ offices, and
other places, so that there has been no real deflation. Reparation
payments may yet improve the situation; but there will even
then remain the problem of foreign indebtedness for which no
provision has yet been made. Whether such indebtedness will
be, or ought to be, canceled is a question that cannot be con-
sidered here; but it is obvious that debtor countries which ad-
here to policies that must have the effect of increasing enor-
mously the burden of their domestic debt are not in a good
position to ask the indulgence of foreign creditors. Official “de-
valuation” of the franc is unpleasant to contemplate, and as yet
finds few advocates; but concerning it such a competent au-
thority as Professor Jéze® has recently said: “This is a solution
to which we shall perhaps have to resign ourselves, as has been
done in many countries at various periods of history.” Obvi-
ously the conditions left in Europe by the Great War are very
different from those obtaining in England and the United States
in 1815 or 1865.

Drastic deflation and restoration of the former gold standard
were possible in England and the United States after 1815, and
in the United States after 1865, because conditions were not as
critical as they are today in most of the belligerent countries.
Even so, the policy entailed many years of falling prices that
involved long periods of deep depression and caused intense
suffering. Favorable economic developments made it possible
to endure the strain; but the history of those years is not pleas-
ant reading, and all who remember the trade depression of the
seventies and the history of the middle nineties can have no de-
sire to see such experiences repeated. For most of the European
belligerents restoration of currencies to the pre-war standard
would mean suffering too great to be endured and would prob-
ably end in total or partial national bankruptcy.

* Manchester Guardian Commercial for April, 1922, pp. 23, 24.
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GorLp ProbucTioN AND CONSUMPTION

But after all, it will be asked, is the future course of gold
prices a matter of human volition, and does it not rather depend
upon the volume of gold production which, as we all know, has
declined materially since 1915? The question is pertinent and
vital, but before answering it we may well examine the present
status and future prospects of gold production and consump-
tion.

The last thirty-five years have seen the most remarkable
increase of gold production in the history of the world. From an
average annual production of less than $100,000,000 for the
quinquennial period ending in 18835, the annual production rose
to an average of nearly $163,000,000 for the similar period
ending in 1895, and to over $322,000,000 for the similar
period ending in 1905. The year 1906 showed an output of
$402,000,000, by 1910 the figure had increased to $455,000,000,
and in 1915 the peak was reached with a production of
$468,000,000. Since then the output of the mines has declined,
1s a result of increasing costs, labor difficulties, disturbance of
transportation, and the gradual exhaustion of deposits in certain
fields. In 1920 the entire output was $334,900,000, and for 1921
it may be estimated at about the same figure. Labor difficulties
in the Transvaal may result in a somewhat smaller production
during 1922; but, taking the gold industry as a whole, it is
reasonable to believe that the present decline has about come
to an end, and that the next few years will bring at least a mod-
erate increase in the output. Mr. Joseph Kitchin estimates con-
servatively that for the decade 1921-30 the production of gold
will average about £70,000,000; and this figure coincides almost
axactly with the conclusions reached in an article published in
The Review of Economic Statistics for July, 1920.°

From these data one may conclude that the annual output of
gold has declined from a peak production of $468,000,000 in

® Mr. Kitchin’s estimates may be found in The Review of Economic Statis-
tics, 1921, p. 259, and the Manchester Guardian Commercial, April, 1922, pp.

15, 46.
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1915 to something like $350,000,000 at the present time. With
these figures we may next compare estimates of the consump-
tion of gold for non-monetary purposes. Industrial consumption
had been rising for many years before the war; and probably
continued to increase until the recent period of deflation, al-
though exact data are unobtainable except in the United States
where it is known that the increase was very large. In The
Review of Economic Statistics for June, 1920, the available
data were reviewed; with the result that the world’s industrial
consumption for 1912 was placed at $124,000,000, to which
it is necessary to add $110,000,000 representing the net gold
exports to British India. For that year it appeared that, with a
gold production of $466,000,000, $234,000,000 was required for
non-monetary purposes, leaving a balance of $232,000,000
available for monetary uses. Mr. Joseph Kitchin estimates that,
for the decade ending in 1929, the world’s production will aver-
age £70,000,000, industrial consumption of gold will average
£23,800,000, and £135,400,000 will be exported to India, China,
and Egypt, where the greater part of it will be lost so far as
monetary uses are concerned. From this it results that some-
thing like £30,000,000 of new gold will be available for mone-
tary purposes each year until 1930.* We may conclude, there-
fore, that the annual increment to the world’s stock of gold
money has been reduced from $232,000,000, the figure for 1912,
to $150,000,000 at the present time.

In sum, the evidence shows that the annual increment to the
world’s monetary supply has fallen from a pre-war level of
$232,000,000 to $150,000,000. This is a substantial decrease,
but it does not justify alarm concerning the future course of
gold prices. Before the war commodity prices were increasing
at a very substantial rate, with an annual gold increment of
$232,000,000; and there was general complaint of the increas-
ing cost of living, which had led to the appointment of numerous
parliamentary and legislative commissions to investigate the

‘See The Review of Ecomomic Statistics, August, 1921, pp. 250, 260, and
Manchester Guardian Commercial, April, 1922, pp. 45, 46.
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problem. In view of this fact it would seem that an annual incre-
ment of $150,000,000 should be ample to prevent a decline of
gold prices during the present decade.” This is the conclusion
which we reached when we studied the subject early in 1920.

What may occur after 1930 cannot be considered here and
may be beyond our present ken. Mr. Kitchin, than whom we
have no more competent authority, thinks that the permanent
decline of South African production, uncompensated by suffi-
cient increases in other fields, will reduce the annual output
below £70,000,000, and may lead to a considerable period of
falling prices. On this subject we prefer to reserve judgment
until we see what happens to gold mining when conditions be-
come normal throughout the world. Until 1930, at least, we see
no prospect of shortage of gold, even though the conditions may
have passed which prior to the war were tending to increase
commodity prices.

This brings us to the second important point of difference
between the conditions prevailing today and those which ob-
tained after 1815 and 1865. As ill luck would have it, in both
of the earlier instances return to a specie basis coincided with
a period of declining production of the precious metals.® Gold
production, which was then comparatively small, had averaged
$11,815,000 per annum during the decade ending in 1810; and
then declined to an annual average of $7,606,000 for the decade
ending in 1820, and amounted to no more than $9,448,000 for
the next decade. At the same time the annual average output of
silver declined from $37,168,000 in the decade ending in 1810
to $22,479,000 in the following decade, and to $19,144,000 in
the decade ending in 1830. In other words, between 1810 and
1830 the combined annual production of gold and silver shrunk
from an average figure of $49,000,000 to an average of

®Of course the cyclical movement of prices will produce movements both
above and below the general trend.

® Data for both gold and silver production need to be given for the period
following 1815, since the United States at that time was on a bimetallic basis
and most of the hard money in actual circulation consisted of silver. England,
of course, by the law of 1819, adopted gold monometallism,
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$28,600,000. During the decade ending in 1830, production
could hardly have exceeded materially industrial consumption
plus exports to the East. For the period following our Civil War
it is necessary to consider only the figures of gold production,
since silver was in process of ‘“demonetization” and the course
of prices was related to the output of the yellow metal. During
the quinquennial period ending in 1860, when production of the
early Californian and Australian mines was at its peak, the an-
nual output of gold averaged $134,000,000. During the next
five years production declined slightly, but thereafter it in-
creased sufficiently to show an annual average of $129,600,000
during the quinquennial period ending with 1870. After this it
steadily declined until in the five years ending in 1885 the aver-
age fell to $99,116,000. Meanwhile industrial consumption had
increased to nearly $60,000,000, so that when allowance was
made for treasure exported to the East it was estimated that
very little new gold was available for monetary purposes.
One does not need to accept the so-called “quantity theory”
of money in order to follow our reasoning at this point. Upon
any tenable theory, a prolonged decline in the production of
gold accompanied by increasing use in the arts and large expor-
tation to the East must increase the value of that metal and
therefore tend to lower commodity prices. After 1815 and 1865
conditions would have favored declining commodity prices even
if there had been no contraction of paper currencies issued dur-
ing long and exhausting wars. In both instances the return to a
specie basis had to be accomplished under unfavorable condi-
tions which bear no resemblance to those obtaining today.
Against an annual combined production of gold and silver aver-
aging $28,600,000 for the decade ending in 1830, and an average
annual gold production of $99,100,000 for the quinquennial
period ending in 1885, we now have an annual gold output of
something like $3 50,000,000 for the present decade, and a clear
surplus above industrial uses and exports to the East that will
probably average $150,000,000. These considerations lead to
the conclusion that inferences drawn from the periods following
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1815 and 1865 must be absolutely misleading in so far as the
movement of commodity prices depends upon the production
and consumption of gold.

There are other elements in the gold problem which are not
so easily determined and are, in fact, quite undeterminable.
Upon the one hand, the uncertainty prevailing in Europe since
1914 is said to have had the effect of stimulating the hoarding
of gold. It is true that during the war governments succeeded in
concentrating in their central banks a large part of the known
supply of the precious metals, but it is believed that hoarding
took place none the less, and that it still continues. On the other
hand, there is the counteracting influence of the large hoards of
gold that have been seized, and are even now in process of
seizure, in Russia. Some portion of these is supposed to be find-
ing its way to other countries, including the United States,
through various channels which make identification difficult. It
is significant that large imports of gold into the United States
during the last two years do not appear to have decreased the
gold reserves in the central banks of Europe, and that, in fact,
during this period there has even been a substantial net increase
of these reserves. Between January 1920 and November 1921,
the banks of France, Germany, and the Netherlands appear to
have lost some $44,000,000 of gold, while those of Great Britain,
Italy, Switzerland, Sweden, and Spain appear to have gained
$164,000,000. During this period the gold holdings of the United
States increased by $947,000,000, which is nearly three times
the production of new gold; and the Bank of Japan increased
its holdings by $266,000,000. Evidently with gold, as with other
commodities, there have been “reserve stocks,” due to hoarding
or other causes, which must not be left out of the reckoning.

Upon all the evidence, then, we conclude that monetary stocks
of gold will continue to increase at the rate of approximately
$150,000,000 per annum during the next eight years, and this
means a larger annual increment than the world has ever had
except during the few years prior to 1915. If, therefore, the
general trend of commodity prices declines during the present
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decade, this will be due to the financial policies pursued by the
leading commercial countries, and not to a shortage of the yel-
low metal. These policies, of course, are wholly subject to
human volition, although they are not within the control of any
single country unless it be one that occupies a position of com-
manding influence. Perhaps, as the leading creditor nation, the
United States might exert such an influence on financial policy,
especially if it should oppose measures calculated to depress
prices and so to increase the burden of indebtedness inherited
from the Great War.

THE EFfrFeEcT oF FiNANcIAL PoLrIcIES

The policies of chief moment will obviously be those relating
to the resumption of specie payments in Europe, the operation
of the federal reserve system in the United States, and the
adjustment of international indebtedness. Concerning the first
of these, we have already indicated that we believe that, even
if resumption at pre-war parities is conceivable in most of the
belligerent countries, this would bring with it such a train of
disastrous consequences as to make it practically impossible.
Where paper currencies are so far depreciated as to be almost
worthless, the slates will ultimately have to be sponged clean;
and a return to the old parity will become possible as it was in
the United States when our Continental paper was consigned to
oblivion, or, as one historian put it, “expired in delirium tre-
mens.” But this is merely another way of stating the impossi-
bility of returning to the old parity without national bankruptcy.
For most of the belligerents, some sort of a compromise is the
only feasible solution, and it is probable that sooner or later
this will become evident to all. There is no doubt that, if it were
possible for Europe to return to the 1913 status, by the old-
fashioned method of contracting paper currencies and accumu-
lating large reserves of gold, the general trend of commodity
prices might decline in spite of the prospective increase of the
world’s supply of free gold. But the practical impossibility of
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carrying through such a policy justifies us in dismissing it from
consideration.

When gold payments are resumed in Europe it will be neces-
sary to follow methods calculated to avoid violent disturbance
of the status quo, and to economize the use of gold as far as
practicable. Gold-exchange standards, utilization of securities
as an important part of reserves behind convertible notes, meas-
ures to prevent the use of gold coin in domestic transactions,
and the larger use of silver, are already the subject of serious
consideration by those closely in touch with the situation; and
all these expedients—with perhaps others—will have to be em-
ployed if the formidable task is to be accomplished at all. Only
Great Britain and the neutral countries can meet their present
obligations and at the same time return to the 1913 parities.

Concerning the policies of the Federal Reserve Board little
need be said at this time. Such deflation as has been accom-
plished since 1920 has resulted in a somewhat violent reaction
which makes it tolerably clear that the adoption of measures
designed to restore the purchasing power of the dollar to its
1913 level would cause political upheaval. Stabilization of com-
modity prices upon something like their present basis and pru-
dent action to diminsh the intensity of the upward and down-
ward fluctuations of the business cycle seem to be the probable
course of federal reserve policy. This is said without any preten-
sion to “inside knowledge,” and is premised only upon such facts
as are familiar to competent observers. At the time of writing it
seems, perhaps, more probable that our enormous stocks of gold
and the latent power of credit expansion possessed by the fed-
eral reserve system may lead to inflation than that the financial
policy of the United States will incline toward further deflation.

The problem of international indebtedness is here pertinent
only in so far as it may affect the price situation. Cancellation
of all such debts would obviously help the debtor countries to
carry through policies of drastic deflation, but would not neces-
sarily mean that such policies would, or could, be adopted. Upon
the other hand, if these debts are to be paid, it must inevitably
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happen that prices of international commodities will be higher
in creditor than in debtor nations, since otherwise payment can-
not be made. Deflation in the creditor nations must, therefore,
mean severe pressure upon debtor countries; while inflation
leading to higher prices would obviously ease the strain of inter-
national payments. At the present time so little progress has
been made in dealing with international debts that it is almost
idle to speculate upon the subject; but it is safe to observe that
the United States, by virtue of the fact that it is the predominant
creditor nation, is in a position to influence greatly the financial
policies adopted in Europe. If we are prepared to accept, as
apparently we must, the present price level, as substantially that
around which the fluctuations of the business cycle must play
during the coming decade, we can contribute powerfully to
financial stability throughout the world. And, finally, if we
adhere consistently to this view, we can make it clear that little
indulgence can be expected by debtors who adopt policies cal-
culated to increase inordinately the burden of debt inherited
from the Great War.



BUSINESS OPINIONS AND
BUSINESS CONDITIONS'

N NOVEMBER 1918 the business community expected that

the conclusion of the war would be followed by a more or
less violent reaction in business. Prices were very high, credit
was inflated, foreign demand for American products was
abnormally large, and war industries—which had come to
include nearly all essential ones—were greatly expanded. A
drop in prices seemed inevitable the moment inflation came to
an end. Foreign trade, it was argued, must return to a normal
basis and war industries must be deflated with everything else.
For such developments the business community was fairly well
prepared, and it was generally expected that 19rg—perhaps
also 1920—would be a period of deflation, readjustment, and
more or less severe depression.

There were, indeed, a few who knew that post-bellum infla-
tion was conceivable; and there were also at Washington a
number of officials who looked forward to several years of war-
time control of industry, which they believed to be necessary
during what they termed the “period of reconstruction.” But
such views were uncommon in business circles, where the gen-
eral expectation, and probably the desire, was that the country
should return to “normal” as quickly as might be possible
without too violent disturbance.

Then, after a brief reaction, came the surprising develop-
ment of 1919—another boom of greater proportions than its
predecessor, which gave us twelve months of feverish pros-
perity and inevitably unsettled business opinion. Since the
expected reaction had not materialized, something was obvi-
ously wrong with the reckoning; and it became necessary for

! Reprinted from Harvard Economic Service Weekly Letters, Vol. 11 (1923),
pp. 1-8. Reproduced by generous permission of the publishers.
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almost every one to try to get his bearings again under very
difficult circumstances. Such conditions proved fertile ground
for a crop of diverse opinions, and converted into reckless opti-
mists in 1919 some executives who were extreme conservatives
in 1918.

THEORIES DURING THE Post-WaRrR Boom

Of these theories, one, which lured many to their ruin, was
that in foreign trade the United States had suddenly found a
new El Dorado which would insure its prosperity for years
to come. Another was that the war had made this country the
financial center of the world, and thus had laid a new basis for
permanent prosperity. A third was the theory that years would
be required to repair the ravages and make good the losses
occasioned by the war, and that work of reconstruction and
rehabilitation would insure active trade for many years. Out of
these opinions, and perhaps others, in which the majority of
people shared in some degree, came the belief in a new era
of unexampled prosperity, which, although recalled with a smile
today, played an important rdle during the twelvemonth that
preceded the recent depression.

Of course a minority of business men kept their heads, and
believed that inflation, however prolonged, must ultimately
bring a day of reckoning. How far the inevitable reaction would
go and what consequences it would entail might be difficult
to foresee; but the prudent course was obviously to refrain
from expansion, keep out of debt, and invest surplus funds in
good securities. In some cases thoughtful conservatives adopted
the view that war inflation must be followed by complete defla-
tion to substantially the pre-war level, upon which, after the
inevitable had happened, business could once more build with
safety. Thus the theory of a new era found its counterpart in
the theory of a return to 1913, and between these extremes the
observer could distinguish at the end of 1919 a large number
of divergent opinions.

Meanwhile the combined reserves of the federal reserve
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banks had fallen nearly to the minimum prescribed by law, and
it was evident that the brakes must be applied if the country
was to remain upon the gold standard. In November 1919 came
the first increase in rediscount rates, a danger singal which
brought a reaction in security markets but was unheeded by a
large part of the business community. There seemed to be no
end to the demand for goods, profits in many lines were running
larger than ever, and the opinion was widely entertained that
only the “speculators” had been hit and that “business” would
remain good for a long time to come. The next six months
brought the inevitable reaction in commodity markets, and
inaugurated a period of severest industrial depression.

In the main the difficult situation was well handled by the
federal reserve authorities; credit was extended in increasing
volume at rising interest rates until acute needs were satis-
fied, and an old-fashioned panic was avoided. Perhaps, after
liquidation had got well under way, rediscount rates should
have been reduced earlier than they were; and perhaps also
too little attention was given to the psychology of the situation;
concerning these matters opinions will always differ. But it
is certainly true that during the trying period of readjustment
the business community was left without definite information
as to the ultimate objectives of federal reserve policy. Whether
it was the intention to deflate prices to the level of 1913,
whether without any such intention it was believed that the
inevitable trend was toward the pre-war level, or whether it
was believed that at some intermediate point prices could or
would be stabilized and the process of liquidation completed—
upon all these points and many others no clear word was
vouchsafed; and every one was left to his own conjectures.
Perhaps it could not have been otherwise; the reserve system
was a new institution and had not fully found itself; its re-
sponsible heads faced conditions which were world-wide and in
many respects unprecedented. It is easy to criticize today, but
would have been difficult to advise at the time. Few, if any,
would desire to undertake similar responsibilities. It is to be
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hoped, however, that before another depression occurs, policies
will be formulated which can be generally understood and will
dispel such uncertainties as clouded the outlook in 1920 and
1921.

THEORIES DURING THE DEPRESSION

Left to its own devices, the business community in 1920
indulged in a variety of surmises and conjectures which natur-
ally resulted in opinions widely divergent. There were, in the
first place, those who, taking an international view of the situa-
tion, concluded that no improvement, or substantially none, was
possible until European conditions had been stabilized and the
trade of the world restored to something like a normal status.
For fifty years or more Europe had imported foodstuffs and raw
materials from all quarters of the earth, and paid for them in
manufactured commodities. Her power to purchase had been
greatly curtailed, underconsumption was prevalent and likely
to continue for years, her productive capacity had been reduced,
and the trade of the world seemed wholly out of joint. Under
such conditions many believed that the foreign trade of the
United States must remain depressed, and other lines of busi-
ness could hardly expect to prosper. This view naturally
appealed strongly to those who were disappointed at our failure
to enter the League of Nations, cancel or scale down foreign
debts owed to the United States, make new loans to Europe,
and participate actively in European affairs. In some cases at
least there seemed almost to be the desire that business in
the United States should not improve until the country had
been forced to do what was believed to be its duty in Europe.
Those who had first-hand contact with European affairs were
naturally impressed with the gravity of the situation, and in
some cases were so profoundly depressed by what they saw in
Europe that they failed to give due consideration to the great
recuperative power of the United States.

Equally pessimistic was a second group, which held to the
theory that liquidation could not be arrested until everything
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had returned to the pre-war level. For six years, it was said,
the entire world had been undergoing inflation which had lifted
everything to an abnormal level that could not possibly be
maintained. Inevitably, as night follows day, deflation must
follow inflation; and the process could not, and should not, be
arrested until we had returned to the point from which our
troubles started in 1913. In support of this theory history was
invoked to show that after wars of the Napoleonic period, and
again after our own Civil War, commodity prices, after being
greatly inflated, fell to pre-war levels and then considerably
lower. It was argued that in the present instance history would
inevitably repeat itself, and as time went on the stages of the
journey back to 1913 were definitely mapped out. By the middle
of 1921 agricultural products were selling at something like
1913 prices, and in some cases were actually lower, so that the
farmers had already been deflated. Speculation had been killed,
and the stock market looked like the devastated war areas.
Profits had not only been deflated, but had been submerged
in a sea of red ink. It only remained, the argument ran, to
deflate other prices, liquidate labor, reduce taxes, and thus
complete the readjustment. If all things could be brought into
line, normal relations between different factors would be
restored and industry would enter upon a period of convales-
cence which would presently be followed by complete recovery.
Viewed from certain angles the theory was plausible enough,
and it seemed to be supported by persuasive historical evidence.
It appealed strongly to many thoughtful men, and was widely
held in influential circles. In conjunction with the theory of the
internationalists, it tended naturally to produce an atmosphere
of deepest gloom which has only gradually lifted during the
past year.

In agricultural districts a return to 1913 might have been
acceptable if wages, freight rates, and retail prices could have
been deflated immediately, and some painless method could
have been devised for dealing with a heavy load of debts. But
these things were impossible; and the inevitable outcome was
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an insistent demand for relief, which resulted in the revival of
the War Finance Corporation and other measures designed to
aid the class which had been most thoroughly and successfully
liquidated. Labor proved another intractable element which, by
virtue of strong organization or otherwise, managed to retain
a considerable part of its war-time gains. Taxes also were diffi-
cult to deflate; and, in view of the interest and other charges
inherited from the war, could be clearly seen to be a factor
which at the very best admitted of only gradual reduction.
Manifestly the theory of an immediate return to 1913 failed
to reckon with refractory elements which were certain to offer
insuperable difficulties.

Gradually a third theory began to influence business opinion.
General liquidation and acute industrial depression are always
overdone, and are certain to be followed by at least a partial
recovery. Production declines sharply with the downward swing
of the business cycle; but consumption declines much less, and
cannot be long supplied at prices that are below the cost of
production. Therefore, about the middle of 1921, wholesale
prices began to be stabilized and production to increase. It was
then realized that a country with large natural resources and
over a hundred million inhabitants can and must carry on a
large business, even though some of its important foreign cus-
tomers are temporarily impoverished. Export business, after
all, accounts for only a small proportion of our total produc-
tion; and although some industries are dependent upon it for
real prosperity, the United States does not depend for its living
chiefly upon foreign commerce, and therefore finds itself in a
position vastly more favorable than that of a trading country
like Great Britain. The war had indeed strained our finan-
cial and industrial organization, and the subsequent depres-
sion had brought widespread loss and suffering; but our
recuperative power was still enormous, the domestic market
very large, foreign business on the whole compared favorably
with anything known before the war, and there was no good
reason why we could not look forward to a return of moderate
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prosperity. Upon some such analysis of the situation business
men who did not lose their heads and were not too much con-
cerned with European affairs were able to premise the opinion
that liquidation had about run its course and that better busi-
ness lay ahead. In most cases those who proceeded upon this
theory have had no occasion for regret.

If opinion and sentiment had been controlling factors there
is no telling how far the recent liquidation would have gone; at
the height of a boom and in the depth of a depression the crowd
is always wrong, and it is the exceptional man who avoids the
prevalent illusions. But economic facts will not be denied; and
during the summer of 1921, in defiance of widely accepted
opinion, business began to improve, very slowly and unevenly
at first, with halting gait, with little confidence, with temporary
reactions, and in volume too small to bring immediate profit.
Without much help from opinion, and in the face of most pessi-
mistic predictions, it has continued to recover until today few
observers doubt that 1922 brought substantial improvement
and that 1923 opens with fair prospects. Opinions still differ,
however, as to the nature and extent of the recovery which has
taken place, and as to its probable duration. Under these cir-
cumstances it may be helpful to review the divergent opinions
which the business man is now encountering in the street, at
the club, at his bank, in his industry, and in responsible publi-
cations.

PrESENT THEORIES

The internationalist is still with us. European conditions
remain chaotic, we are not yet in the League, no real “settle-
ment” has been reached in regard to debts owed the United
States, and we have done nothing to promote the solution of
the vexed question of reparations. Until these matters are
attended to no real prosperity can prevail in the United States,
and it is maintained that such improvement as has occurred
during the past year is a mere “flash in the pan.” Unless we
cooperate heartily and actively, Europe faces a certain débdcle,
perhaps during the present winter, and worse things lie ahead
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of us than we have yet known. Such is the gloomy outlook of
the internationalists. Our own views are well known to sub-
scribers, and need not be argued at length in this Letter. Euro-
pean conditions are bad in many respects, and react unfavor-
ably upon the United States. We should be glad to have the
United States do the right thing, but question the wisdom of
some of the proposals of the internationalists. Perhaps if senti-
ment could be laid aside, and this country could consider what
it ought to do as an intelligent creditor, it might exert a helpful
influence upon European policies. Of this we may have some-
thing to say in a subsequent Letfer.

We still have, also, those who hold that commodity prices
and everything else that moves with them must ultimately
return to the pre-war status, and therefore regard the improve-
ment of the last eighteen months as a temporary interruption of
a long downward swing that will ultimately land us about where
we were in 1913. The extremists of this group have sometimes
appeared to regard every favorable development since June
1921 as a misfortune which could only tend to postpone the
inevitable and deceive the business community into thinking
that nature could be prevented from taking its own course. In
our Letter of the 1oth of last June, we presented our reasons
for thinking that during the present decade commodity prices
are more likely to play around present levels than to decline
to the level of 1913; and we therefore allude to the theory just
mentioned merely for the purpose of giving a complete review
of the opinions with which the intelligent executive must reckon.

A third opinion, somewhat widely prevalent, is that we have
entered upon a period of “secondary” inflation: the war gave
us our first and great inflation which was inevitably followed by
drastic deflation, and this in turn has been followed by a
“secondary” inflation such as sometimes occurs after great
wars. Instead of accepting the deflation of 1920 as an accom-
plished fact and readjusting affairs accordingly, we have seen fit
to revive the War Finance Corporation, undertake an ambitious
program of public works financed with borrowed money, and
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carry on what is termed ‘“prosperity propaganda,” with the
result that artificial stimulants have been applied and “second-
ary”’ inflation has begun. Large gold imports have favored this
movement, and may presently be expected to carry it to greater
lengths. The whole process is believed by these theorists to be
unnatural and unhealthy, and unless checked it will produce
nothing but undesirable results. In this view of the case, we
may have before us a short-lived period of fictitious prosperity
which will end in another collapse, perhaps more serious than
that of 1920 because many concerns have lost the reserves which
absorbed a large part of the previous shock. According to this
view there is little that is natural or healthy in the business im-
provement of 1922, and the present outlook is therefore one
that should cause serious misgivings if not alarm. In recent
months rather less has been heard of ‘‘secondary’’ inflation, but
when the present business cycle enters upon its final phase—
that of recession of prices and business activity—we shall
doubtless be told that such inflation has run its inevitable
course, and that the country is suffering the natural results of
the artificial stimulants applied during the past two years.

A fourth theory was gradually evolved during 1922, and is
now held somewhat widely in banking and other influential
circles. According to this, liquidation ran its natural course in
1920 and 1921, and was followed by a natural rebound of
business which is gradually bringing prosperity. The improve-
ment which has taken place is substantial and encouraging, but
there is now danger of inflation. Gold imports and the expan-
sive power of the federal reserve system are the dangerous
factors, and it is important that during 1923 speculation should
be held in leash and business kept on an even, conservative
course. Prosperity is returning, but there is serious danger that
bullish enthusiasm will lead to another boom which, as the result
of an apparently strong banking situation, may lead to a repeti-
tion of the excesses of 1919. Gold reserves are large, but we
hold considerably more of the yellow metal than we can hope
to retain permanently, and there is danger of unwise credit
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expansion leading to another period of inflation. This view is
in some respects like our own, but it does not make allowance
for the inevitable upswing of the business cycle. It assumes
that it is possible, through corrective action of the reserve banks
or otherwise, to eliminate speculative and business enthusiasm,
and thereby flatten out the curve of the business cycle and
keep business on what may be termed an even course, enjoying
access to what is called a stable volume of bank credit but
receiving prompt correction the moment it departs from the
golden mean. If human nature were something different from
what it is, if enthusiasm could be largely eliminated from any
form of successful activity, and if there were some agency gen-
erally recognized to be wise enough to administer corrective
treatment in the right amount at precisely the right time, this
opinion might have its attractions; but with things as they are,
we do not believe that regulative measures can do more than
moderate the extremes of business expansion and depression.
With some misgivings, therefore, such as can never be elimi-
nated from human affairs, but with confidence in the soundness
of the present situation, we look forward to a continued up-
swing of the business cycle.

There is still a fifth theory, which must not be left out of
account. It holds that, while business has undoubtedly improved
very materially and will continue to advance for several
months to come, there are certain maladjustments in the pres-
ent situation which will bring a reaction some time between
the spring and fall of 1923. The first trouble is that prosperity
is unevenly distributed, and that while the condition of the
farmer has improved, his purchasing power has not been com-
pletely restored. The second difficulty is that the prices of
cotton, wool, construction materials, and other basic commodi-
ties have all risen to high levels, and that wages are beginning
to advance, so that operating costs are on the increase before
a satisfactory margin of profit has been restored. It may be
possible to advance the prices of finished products to an extent
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sufficient to compensate for higher cost; but in many lines,
notably textiles, it is believed that stubborn resistance will be
encountered from consumers, who, especially if they be house-
wives, will ultimately have their way. In addition to this resist-
ance of consumers, it is believed further that business will suf-
fer from car shortage and other transportation difficulties which
will slow up the movement of goods and increase credit require-
ments, which are already rising as the result of higher prices
and of expanding business activity. The prospect, therefore,
is believed to be for rising costs, meagre profits, and increasing
credit requirements, which will result in a definite reaction
before the end of the present year.

This last opinion seems to us to lay undue stress upon diffi-
culties which may not prove as serious as anticipated. Con-
sumers’ resistance is always encountered when prices swing up-
ward, except in times of wild inflation and extravagant spend-
ing, such as obtained in 1919. It may be serious in some lines
of industry this year, but upon the present evidence it cannot
be assumed at this time to be a condition that will generally
prevail. Purchasing power is certainly upon the increase and
may suffice for such a volume of production as we are likely
to have. Labor shortage is already developing, and transporta-
tion difficulties are likely to persist; but such factors have not
been a controlling influence in the last two business cycles, and
may not control at the present time. Credit requirements will
undoubtedly increase during 1923; but unless an actual boom
develops, stringent money conditions are not likely to be
encountered. It seldom happens that a business situation is
free from troublesome elements, and it would be surprising if
they did not exist today. At every stage in the recovery which
has been under way since the middle of 1921, numerous diffi-
culties have always been seen ahead; but some of these have
not materialized and others have been overcome; so that until
we see definite evidence of credit shortage we shall believe that
business will continue upon the up grade.
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CONCLUSION

Our own views are familiar to subscribers, and have been
partially indicated in the above discussion of prevailing theo-
ries. We believe that, just as European complications have not
prevented the development of a normal cyclical movement up
from the recent depression, so they will not (barring another
war) prevent the completion of this movement. We believe that
the general trend of prices during the present decade will not
be downward to the 1913 level; and that, even if, in some
subsequent decade, that level is ultimately reached, we shall
reach it only after the completion of a number of business cycles
which will need to be included in the reckoning if the probable
course of business is to be correctly forecast. We have found that
the war did not destroy the old landmarks, and that it has been
possible since the spring of 1919 to forecast the major move-
ments of business by the use of familiar statistical data. In
January 1923 we are somewhere near the middle of a tolerably
normal business cycle which began in the middle of 1921 and
should be completed within three or four years from the date.

The recovery of business has already been substantial, and
rests upon a solid foundation. The fact that buying is still con-
servative and confined largely to current needs is not a reason
for pessimism, but evidence of the healthful character of the
movement of the last twelve months. When buying becomes
excited and feverish and credit becomes strained, we shall
expect a reversal of the present upward tendency in general
business. Money is now in some demand and rates are some-
what higher; but we are only four months away from the low
point reached by our money curve after the recent liquidation,
credit is in no way strained, and the banking situation is abso-
lutely sound. Business conditions are uneven and at some points
unsatisfactory, but they are always so after a depression of
such severity as that through which we have passed. A return
of prosperity is the best and the only possible means of bringing
into line the factors which now suffer from maladjustment.
Renewed liquidation, even if it could be forced at this mo-
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ment, would surely fall with chief weight on producers of food-
stuffs and basic materials, as it usually tends to do. We see
no “boom” in sight, and none may develop during the present
business cycle. This has sometimes occurred in times past,
and we hope it will be so in this instance. Current opinion would
have been a poor guide at almost every stage of the present
business cycle, since it is largely the creature of the moment
and does not reckon sufficiently with the significant underlying
factors. The only safe course has been to follow the old land-
marks and appraise current developments in the light of funda-
mental conditions which seem to govern the business cycle. Not
because business sentiment is generally hopeful at the present
moment, but because the underlying conditions reflected in our
statistics indicate continued improvement, we look forward to a
year of good business in 1923. Leaving out of account unex-
pected developments in Europe, we believe the movement of
money rates is the significant factor at the time of writing. Until
this indicates the approach of credit stringency, we shall expect
a continuation of the upswing in business which developed
naturally and inevitably from the profound depression in which
industry was gripped in the spring of 1921.



THE AMERICAN MONEY MARKET"

N THE strict sense of the word, there is not and perhaps
never will be an American money market. The great size of

the country and wide diversities of local conditions produce
marked diversities of interest rates which are not and perhaps
never will be brought to a common level by nation-wide move-
ments of money and credit to the places where they are in the
greatest demand. But it is to be remembered that there are few
perfect markets for commodities and that, with the commodity
money, the differences in prices obtaining in different localities
are less than the nominal rates of interest suggest. When allow-
ance is made for differences of risk, it is clear that real interest
rates vary considerably less than nominal. When, furthermore,
we remember that there are different kinds of money and that
comparisons of rates should be made only for money of the
same kind, the local differences in nominal rates become less
important and significant. Even within a single bank at a given
time there may be the small customer who is always charged
6 per cent, the large borrower who may pay s, the exceptional
concern maintaining unusual balances who may pay 434, and
the outside paper bought from note brokers at 4% per cent;
while, in addition to all these commercial rates, there are the
rates on collateral loans which are different for time and for call
loans. Even in the same city the average interest rates secured
by particular banks on their total loans will vary according to
the kinds of money their customers require; and between dif-
ferent sections of the country such average rates must vary even
more on account of the greater differences in the kinds of money
which local conditions demand. When these things and others
are taken into account, it is evident that quotations of nominal
interest rates exaggerate the differences which undoubtedly exist

! Reprinted from a pamphlet published by the Harvard Economic Society
(1030). Reproduced by generous permission of the publishers.
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in the real prices which money and credit command in various
parts of the United States.

After all allowances are made, however, we are left with the
undoubted fact that the United States is divided into a large
number of areas within which local differences of supply and
demand produce natural differences in money rates, which, so
far as we can see, will long obtain, If a nation-wide market for
this thing which we call money (and is mostly credit) exists, it
can be produced only by the flow of funds from one section to
another into those kinds of loans which can be handled on a
national scale because they are sufficiently homogeneous to
make a nation-wide distribution possible. The requirements of
the small borrower, and doubtless other local needs, can be met
only by local bankers thoroughly acquainted with local condi-
tions and credit risks. But some kinds of credit requirements
can be and are being handled in a different way; today money
and credit flow more freely than ever before to the locality
where they are in greatest demand, with the result that local
barriers to competition are broken down and the distribution
of credit is more and more assuming national proportions. In
saying this, I am not referring to anything that branch banks
or chain banking may be doing in certain parts of the country,
but to competition between independent banks without branches
except in their own city or immediate locality but competing for
such business as can be done upon a national scale.

In 1789, when our national government was organized, there
were but three banks in the United States—in Philadelphia,
New York, and Boston—which, beside accommodating the ter-
ritory naturally tributary to them, did business with each other,
with London, and probably with a few merchants in outlying
parts of the United States. By 1860 the country had a large
number of commercial banks, and balances moved regularly
towards the principal centres (and back again in case of need);
while the circulation of bank notes had become nation-wide and
it sometimes happened that, when banks in one locality had
suspended specie payments and their notes had become utterly
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discredited, the most available medium of exchange was the
notes of banks located in other parts of the country and enjoy-
ing better credit. Seventy years ago, therefore, bank credit, flow-
ing over or breaking through some of the barriers separating
local markets, had already become nationalized in some of its
movements, even though there did not yet exist anything that
could be called an American money market.

From 1860 down to the establishment of the Federal Reserve
System, while the country continued to be served by independ-
ent banks, the flow of certain forms of credit became increas-
ingly nationalized and the independence of local money markets
was gradually decreased. New York became increasingly the
financial centre to which money flowed in periods of slack de-
mand and from which it was recalled as seasonal or other re-
quirements dictated. Commercial paper handled by well-known
firms of brokers gained wide distribution and became an impor-
tant influence tending toward nationalization. Then came the
growth of large corporations doing a nation-wide business and
naturally doing their banking on a national scale. Beside these,
and doubtless other factors that could be mentioned, it is prob-
able that there was some increase in the practice of rediscount-
ing, even though this was practiced on a very limited scale prior
to the establishment of the Reserve System; while in time of
great need, when outlying regions were thrown back upon our
money centres, the issue of clearing house certificates, especially
in New York, became a means by which relief could be given
not only for local but for nation-wide demands, and at such
times all parts of the country were acutely conscious that they
were members one of the other and that credit was not and
could not be a purely local affair.

Before passing to more recent times, I venture to point out
the resemblance between the process by which an American
money market came into existence and that by which an Amer-
ican government was evolved. We start with a number of local
areas largely independent of each other in their economic life
and having their separate financial arrangements. Then in the
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course of time, as trade overstepped local bounds and broke
down local barriers, financial methods, like governmental insti-
tutions, tended to become national in scope; so that by 1860
both were in process of nationalization, even though state rights
in the field of government and state banks in the field of finance
were the order of the day. Finally, the last four decades of the
nineteenth century and the first of the twentieth greatly
strengthened the forces making for nationalization, and brought
it about that, even before the Federal Reserve System was estab-
lished, one could recognize an American money market in the
process of making.

The last sixteen years have brought changes which now make
the term ‘“American money market” more than an academic
phrase for a thing which in actual life exists only in vague and
indefinite form. In the first place, we have the Federal Reserve
System which, besides greatly increasing the practice of redis-
counting, has established a uniform rate of discount within each
Reserve District. Beyond this, we have found that the twelve
Reserve Districts influence each other; so that, although redis-
count rates may vary, there is a tendency for all to move in the
same direction, while in case of need Reserve Banks may redis-
count for the Reserve Banks of other Districts. Rates charged
by commercial banks do not conform exactly to the rate at
which Reserve Banks rediscount; but they are strongly in-
fluenced by it, even in cases where it used to be thought that
the rediscount rate was ineffective. In regions where 7 or 8 per
cent is the customary rate for commercial loans (and there are
districts where it is even higher), the difference between a 3
per cent and a 6 per cent discount rate at the Reserve Bank of
that region is at least indirectly felt. The most remote banks
charging the highest rates are dependent upon connections with
banks in larger cities that are not remote, and are directly and
strongly influenced in their operations by the rate at which they
can borrow at their Reserve Bank. Even during the last decade,
when conditions have been so abnormal in many ways that it is
still hazardous to say exactly what the Reserve System may and
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may not accomplish, we can see that rediscount rates have been
a powerful factor tending to nationalize money and credit con-
ditions in the United States.

In the same direction the open market operations of the Re-
serve Banks have tended. One smiles today when he reflects that
in 1922 it was generally supposed that only by changes in dis-
count rates could or would the Reserve Banks influence money
and credit conditions. The next year taught us that, by increas-
ing or decreasing their holdings of government securities, the
Reserve Banks could ease or tighten the money market and thus
prepare the way for changes in rediscount rates. With the ac-
ceptance, the lesson was harder to learn; and until 1927 or 1928
it was generally thought that the acceptance market was a thing
apart from the general money market. We now know that sub-
stantial purchases of bills in the open market or the cessation of
purchases which presently leads to a decrease of Reserve Bank
portfolios, affect money immediately in New York and may in-
fluence all financial centres. As the acceptance business has
grown, we have seen a factor developing which, in a most effec-
tive yet quiet way, ignores differences of geography and is
slowly nationalizing certain important kinds of the most liquid
bank credit. The Federal Reserve System may never destroy
the barriers which create local differences in natural rates of
interest; but its acceptance operations have gone far toward
nationalizing money and credit. If the market for acceptances
ever broadens and ceases to depend so largely upon the favor
of the Reserve Banks, an important further step will have been
taken in developing an American money market.

To give definiteness to the picture I have drawn, the Amer-
ican money market, as I visualize it today, consists of a central
pool of money and credit, which is connected by pipe lines, now
spanning a continent and reaching the large number of smaller
pools constituting our local money markets within which geo-
graphical and other differences produce different natural rates
of interest for business of a purely local character. Through
these pipe lines money is pumped out from the central pool, or
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drawn back, as conditions may require, by the flow of currency
and the movement of such forms of credit as have a common
national character and therefore admit of nation-wide distribu-
tion.? These are:

(a) discounts or rediscounts granted by Reserve Banks to
member banks or, in case of need, to each other;

(b) other Federal Reserve funds invested in acceptances
and government securities of longer or shorter maturity, which
not only equalize the flow of money by differences in distribu-
tion among the twelve Reserve Districts but are also an impor-
tant factor in tightening or relaxing credit throughout the United
States;

(¢) acceptance credit and outside commercial paper circu-
lating outside the Reserve System through agencies operating
on a national scale and tending to produce uniform rates for
credit sufficiently liquid to permit of national distribution;

(d) the deposits and the borrowings of large industries dis-
tributing their products or services upon a national scale, trans-
ferring deposits as business may require, and shopping around
the entire country for loans which are placed wherever a differ-
ence of one-quarter or even one-eighth per cent can be secured
in response to telegraphic inquiry;

(e) foreign funds, handled by the larger banks both at the

! My friend Mr. Paul Warburg, who has been good enough to read this paper,
suggests that it might be better to describe the money market in terms of the
credit risk involved. Thus he would begin with bank deposits with solid banks,
prime bankers’ acceptances, treasury bills, and similar gilt-edged short-term
obligations, in which short-term money is invested in a fluid form and prac-
tically without credit risk. On this foundation he suggests the interest structure
for other short-term investments is built up, by requiring a premium of varying
amount for each credit risk and for varying degrees of fluidity in the investment.
In this manner he arrives at a picture of the money market consisting of various
categories of loans, classified according to fluidity and credit risk. Mr. War-
burg’s suggestion is most interesting; and I venture to express the hope that he
will elaborate it in an article that will give us a picture of the American money
market as seen by one of our great bankers who has contributed so greatly to the
developments of the last two decades. I venture also to suggest that the resulting
picture would not differ so widely from the impressionistic sketch which I
have presented, because differences in credit risk and liquidity go far to determine
whether any form of credit can take on a national or international character,
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seaboard and in the interior, which flow back and forth as
world-wide conditions may dictate;

(f) other items of which I will mention only one, namely,
the recent flow of clearing house balances by over-night move-
ments between banks within the same Reserve District or even
city banks in different Districts.

The central pool to which I have referred must be thought
of as a single pool in which money always fends to come to a
common level and would do so if conditions remained unchanged
for a sufficient time to permit this to occur. Upon closer exam-
ination, this pool proves to be divided into compartments in
which money at any given time maintains different levels which
deceive those who do not know that, far below the surface of
the water, all are connected by a system of pipes, varying in
their diameters, which bring it about that any funds turned into
any part of the pool or drained out of it will affect the levels in
all compartments if time is given to permit them to produce
their natural result. Between the acceptance compartment and
the rediscount compartment there is a special connection ex-
pressly designed to produce a difference of level which will
favor the growth of the acceptance business. Between the ac-
ceptance and the treasury certificate compartments the connec-
tion is ordinarily close and immediate. The compartment con-
taining outside commercial paper exhibits peculiarities of its
own, because its contents play a special role in American bank-
ing and may receive most favored or least favored treatment
according to the general credit situation. The brokers’ loan com-
partment is unique, since in no other country does call money
play such a role in speculation or does speculation at times,
through the call money market, exert such suction upon credit
resources not only at home but abroad. Time fails for a com-
plete enumeration or full description of the various compart-
ments of the central pool; and I must content myself with this
brief sketch of its structure and contents. The important thing
is to note that there is such a pool; that it is divided into com-
partments which, though they may seem to be separate, are
really connected; and that nothing which occurs in one com-
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partment can, if conditions remain the same, fail to affect the
level maintained in all the others.

This account of the structure of the American money market
may be concluded with a brief statement of some of its general
characteristics which in this paper cannot receive the attention
that is their due. In the first place, on account of the size of our
country and its diversity of conditions, there are greater local
differences than exist in the other leading commercial countries.
In the second place, thanks to the good offices of the Federal
Reserve System and the Comptroller of the Currency, we have
more statistics and other information about money conditions
than are available in any other country of the world. In the third
place, we now have an all-American stock market which makes
credit demands such as the world has never before known and
is able, as we now know, to affect credit conditions throughout
the world. Fourthly, our system of central control is compara-
tively new, is much more cumbersome in its organization than
the central banks of other countries, and from its inception has
been operating under peculiar difficulties due to the great war
and the subsequent disturbances resulting from it. And, finally,
unusual responsibilities greater than any ever attaching to
financial leadership rest upon those who, within and without the
Federal Reserve System, determine our credit policies. The
war left us a creditor nation; and never yet have our debtors
been in a position in any year to pay us what they owe on in-
come account. What they could not pay has come to us in gold
or has been settled for the time being by foreign loans or invest-
ments, which, of course, increase the amount subsequently pay-
able on income account. Thus we have become the custodian
of a very large part of the world’s gold supply at a time when
our position as international creditor makes the rate of interest
at which dollar exchange can be obtained a factor of vital con-
sequence to all the rest of the world. To the study of the Amer-
ican money market, which has developed so rapidly in recent
years and must undergo further changes before it can function
as it should, it is well for us to devote continuing attention for
many years to come. '



FOREIGN TRADE AND THE
BUSINESS CYCLE!

UR foreign trade provides several of the longest continuous

series of statistics relating to economic conditions in the
United States. In this article they are studied with a view to
determining what light they throw upon the business cycles
through which the country has passed since 1790, but such study
has naturally brought to light other matters of economic inter-
est.

The available data, like all statistics of international com-
merce, always contain an element of error; and this is especially
true of the early decades of our national existence. Before 1821
imports admitted free of duty were not reported at all, and
those subject to specific duties were reported by quantity, not
value; moreover, reported values were reckoned arbitrarily at
10 or 20 per cent above the cost of the articles at their port of
origin, in order to allow for the value gained in transportation,
i.e., freight charges and importers’ profits. The statistics which
now pass as official for this period were made up by the
Treasury Department in 1835, and are based largely on
estimates and comparisons.? In 1821 the Annual Reports on
Commerce and Navigation began to be published, and with
them came constant improvement in our statistics of foreign
trade. Until 1843 the series relate to years ending on September
30, but in that year and subsequently relate to years ending
June 30. The result is that in 1843 the statistics cover a period
of only nine months, and therefore have to be omitted from
comparisons. Although our official statistics of foreign com-

! Reprinted from Review of Economic Statistics, Vol. XIII (1931), pp. 138-59.
Written in collaboration with H. L. Micoleau. Reproduced by generous permis-
sion of the publishers.

?See Review of Ecomomic Statistics, Vol. 1, p. 213, for further explanations
and references to sources of information.
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merce are admittedly imperfect, the following analysis shows
that they yield results which correlate fairly well with informa-
tion drawn from other sources, and may therefore be accepted
as useful evidence concerning economic conditions in the United
States during the last 141 years.

Chart 1 presents: (a) statistics of combined exports and im-
ports, (&) statistics of imports, and (¢) a third curve showing
the course of wholesale commodity prices in the United States.’
Curves (a) and (b) are plotted on a logarithmic scale, and show
that there have been fairly obvious changes of trend, which are
indicated by the trend lines superimposed upon the curves.
Curve (c¢), also on a logarithmic scale, is included because there
are clearly marked relations between prevailing trends of com-
modity prices and the trends determined for curves (¢) and
(&). It will be useful also in studying the business cycles re-
vealed by the movements of our foreign trade shown by the
curves on Charts 2 and 3.

In determining the trends shown for curves (¢) and (b) on
Chart 1, it was necessary, first of all, to treat the years from 1790
to 1820 as a separate period. The data available for that time
lump together the movements of merchandise and specie, where-
as in 1821 these items began to be separately reported. For the
first period, therefore, the two curves show combined values of
merchandise and specie, whereas from 1821 onward they show
only values of merchandise.

The movement of curve (e¢) from 1790 to 1820 is highly ir-

® Curve (c) is a composite made from the following indexes, with proper ad-

justments for differences in level:

1795-1802, an unweighted index based on prices at Boston, constructed by
W. M. Smith and published in Review of Economic Statistics, Vol. IX, pp.
171-83.

1803-1800, an unweighted index on prices at Boston, constructed by A. H.
Hansen and published in Bulletin of the United States Bureau of Labor
Statistics, No. 367, p. 235.

1810-1889, an unweighted index based on prices at Boston from 1810 to 182§
and at New York from 1825 to 1860, published by the New York Times
Annalist, April 11, 1921, p. 425.

1800-1031, weighted index of all commodities of the United States Bureau of
Labor. The 1931 figure is, of course, estimated.
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regular, but exhibits two well-defined tendencies. For the first
seventeen years there was an abrupt rise to a peak never again
reached during this period, so that we have first a sharp rise and
then a decline of combined exports and imports. If the statistics
were more accurate, if they distinguished between movements of
commodities and those of specie, and if the rising and declining
trends were not connected with the great European war and
then the war upon which we entered in 1812, it might be profit-
able to refine our analysis and break this period into two, one
of them showing a rising, and the other a declining, trend. But
such attempts to refine analysis of imperfect statistics relating
to a period largely dominated by war would be unprofitable,
and it has therefore seemed better, omitting the first four years,*
to determine a trend for the period 1794-1820, setting aside the
year 1814 when the British blockade of the Atlantic seaboard
reduced foreign trade to insignificant proportions.

For this period, which is free from the influence of the first
four years, a straight-line trend fitted by the method of least
squares to the logarithms of the data showing combined exports
and imports gives as good a result as can be obtained. Since it is
fitted to the logarithms of the data, it is a compound-interest
curve; and the rate of annual increase is 0.9 per cent.

This line of trend is not necessarily the one which would best
show the normal level around which cyclical fluctuations would
play, but it is the line which best expresses the average rate of
growth of our total foreign trade for the twenty-six years in
question—a period during which a sharp upturn was followed
by a decline, which resulted in a small average annual rate of
increase. This average rate of increase will be employed as a
normal in the construction of Chart 2 which undertakes to
measure cyclical fluctuations in foreign trade in the manner that

* The statistics start from a low level in 1790, a year which hardly felt the stimu-
lus imparted to trade, domestic and foreign, by the adoption of the Constitution
and the establishment of a stable government. To include the first four years
would depress unduly the line of trend at its beginning, and so would produce an
average rate of increase which it would be absurd to regard as normal for the
period from 1795 to 1820.
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was employed in the article upon “Postal Revenues and the
Business Cycle,” published in the May issue of this REVIEW.®

Curve (b) shows movements generally similar to those of
curve (a), the only significant difference being that the peak
reached in 1807 was slightly exceeded in 1816; but this does
not change the fact that the general movement was strongly
upward from 1790 to 1807 and thereafter irregularly down-
ward. Omitting the first four years, a trend has been determined
for the period from 1794 to 1820 by the method followed in the
case of curve (a), with a single point of difference. In the case
of curve (@), only the year 1814 was omitted from the compu-
tation, but in curve (0) the year 1813 also was omitted, because
the decline of imports in that year was so much greater than the
decline recorded by curve (a). A compound-interest curve for
imports during this period results in a trend rising at the annual
rate of 1.6 per cent—this moderate figure being due to the de-
cline after 1807.

The difference which the omission of the first four years
makes in the trends computed for curves (a) and (b) can be
made sufficiently clear by computing for either of them the
trend that we should get if we began with the year 1790. For
combined exports and imports, for instance, a compound-inter-
est curve fitted to the figures from 1790 to 1820 would give an
annual increase of about 3 per cent. On a priori grounds such
a rate of increase would not be rejected as abnormal; but
inspection of curves (@) and (&) shows that from 1794 to 1820
the increase was small or moderate, and that to assume a 3 per
cent rate of increase as normal would render invalid the analysis
presented in Chart 2, of the cyclical fluctuations of our foreign
trade during the difficult period with which we are now con-
cerned. The trends we have used for curves (¢) and (b), let it
be said again, are not those which best exhibit the actual growth
of foreign trade from 1790 to 1820, but those which best express
the normal rate of increase during the twenty-six year period
which began in 1794.

S1In this connection, see Review of Economic Statistics, Vol. XIII, p. 47, fn. 2.
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The data for imports and exports include gold and silver prior to 1821;
and relate to fiscal yecars ending September 30, 1700-1842, and to fiscal years
ending June 30, 1844-1031. Figures for 1843 arc for a nine-month period from
October 1, 1842, to June 30, 1843. Curves (a) and (b) are on different vertical
scales simply for convenience. The distance between them, therefore, is not a
measurement of exports.
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In considering the movements of curves (a¢) and (&) during
this period and the trends determined for them, it is interesting
to note the movement of wholesale commodity prices recorded
by curve (¢). From 1795 until 1812, prices moved irregularly
in a generally horizontal direction, and do not seem to have been
greatly influenced by the war which had raised commodity
prices in England and some other European countries. The next
two years brought inflation of prices in the United States, and
then in 1815 came the inevitable decline which continued long
after the end of the period we are now studying. It is clear,
therefore, that the sharp rise in curves (e¢) and (&) occurred
during a period when prices in this country were not declining
and European prices were rising, while the sharp declines of
these curves in the closing years of the period came at a time
when commodity prices were declining not only in the United
States but also in Europe.® Similar connections between com-
modity prices and changes of trends in curves (a) and (d)
will be noted in subsequent periods.

The second period begins in 1821 and ends in 1849. Starting
at a low level, curves (a) and (&) gradually rise, though their
movements are very irregular and broken by sharp declines. In
1843 occurs the change of year to which the statistics relate,
resulting in a nine-month “year” which must be ignored. It will
be recalled, too, that the data now relate to merchandise solely,
specie being excluded.

In computing the trend for this period, we must omit the
years 1821 and 1843. The latter was a nine-month fiscal period,
and the former was a year of deep depression, which, if included,
would unduly depress the left end of the line because the period
terminated with a number of normal years and not with a severe
depression which would restore the balance. A compound-inter-

® During the War of 1812, commodity prices and our volume of foreign trade
showed an inverse correlation, because the blockade of our seaports decreased the
physical volume of exports and imports so greatly that higher commodity prices
could not offset this influence. In 1815, with foreign intercourse again open, and
belligerent countries in a position to restock shelves, curves (a) and (b) rose
very sharply, in spite of the considerable decline reported by curve (¢) in com-
modity prices.
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est curve computed by the method herein followed, gives an
average or normal rate of increase for combined exports and
imports of 2.7 per cent. For imports a similar determination of
trend results in a rate of 2.4 per cent. In both cases it is notice-
able that the high point for the period was reached in 1836,
when a record was made which was not again equalled.

Turning to commodity prices, we find that, neglecting such
irregularities as always occur, the general course was down-
ward until 1843, after which they became stabilized—the level
for 1849 being a trifle above that for 1843. Curves (a) and (d)
exhibit, first, a very moderate recovery from the low level
reached in 1821, and then a sharp increase during the boom
that ended in 1837, while commodity prices moved sharply up-
ward in 1835 and 1836. Thereafter all three curves declined
irregularly for a number of years; and then between 1843 and
1849, when commodity prices stabilized, curves (a¢) and (b)
moved upward until they reached a level only slightly lower
than that of 1836. Since our trade figures are value figures, they
are inevitably affected by price movements; but it is probable
that there is a connection between price movements and the
physical volume of foreign trade, so that it is not surprising to
find the movements of the three curves correlated as closely as
they seem to be.

Up to this point, nothing has been said about the possible
influence of changes in the tariff upon the volume of foreign
trade. So far as yearly movements are concerned, there have
certainly been years when the prospect of change in the tariff
has affected imports, and others in which marked increases or
decreases of rates may not unnaturally be supposed to have had
the same result. In the study of trends, however, it is much
harder to draw conclusions from the statistical evidence. The
higher tariff of 1816 may have had something to do with the
decline of curve (a) in 1817, but did not prevent a partial
recovery in 1818. The higher tariff of 1824 was followed by an
increase of imports in 1825, and the higher tariff of 1828 was
followed by a decrease in 1829. But much more study than is



186 FOREIGN TRADE AND THE BUSINESS CYCLE

possible at this time, or necessary for the principal purpose of
this article, would be needed to justify any generalization.

It might be argued that, following the depression year of
1821, imports reached a point in 1822 which was higher than
the figure recorded for 1830, and that between the two years the
high tariffs of 1824 and 1828 had been operating to restrict
imports. But it is also true that during this period commodity
prices were gradually declining, and this factor may partly or
wholly explain the decline in the import figures.

Again in 1832 and 1833, reductions in the tariff were made,
and these were immediately followed by a great increase of im-
ports. But in these years commodity prices had stopped declin-
ing and then between 1834 and 1836 entered upon a sharp rise
of a distinctly inflationary character, so that the evidence is
again inconclusive. Moreover, it could be pointed out that the
year 1831, during which the tariff of 1828 was still in operation,
recorded a greater increase of imports than any subsequent year
except 1839.

In 1842 the tariff was raised and, omitting the nine-month
period which constitutes the “year” 1843, we find imports higher
in 1844 than in 1842, and still higher in 1845. In 1846 came a
lower tariff which was followed by a sharp rise of imports in
1847 and 1848 and a slight decline in 1849. So far as this period
is concerned, it is very difficult to establish any connection be-
tween tariff changes and the movement of imports; and we are
therefore thrown back upon other factors, such as movements
of commodity prices and general business conditions, with which
it is possible to observe a definite correlation.

The third period began in 1850, and brought a marked rise
of trend for both curves (¢) and (4). For combined exports
and imports, the trend can be best determined by regarding the
period as closed in 1876, when the decline that followed the
depression of 1873, came to an end and the figures began to
increase again but at a reduced rate. A compound-interest curve
fitted by the method we have adopted to the years 1849 to
1876, inclusive, gives a trend increasing at the annual average
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rate of 4.3 per cent. For imports, the third period naturally ends
in 1878, when the same conditions obtained which the curve
showing combined exports and imports reached in 1876. A com-
pound-interest curve fitted to the import figures from 1849 to
1878 results in a trend showing an annual average increase of
3.7 per cent. In these computations the years 1861-65 are
omitted, because the Civil War reduced temporarily the area
and population to which the figures relate and made the data
useless for our purpose.

Reference to curve (c¢) shows that, as in preceding periods,
there was a distinct correlation between foreign trade figures
and the movement of commodity prices. In 1849, the Australian
and Californian gold discoveries enormously increased the sup-
ply of the yellow metal, and caused a world-wide increase of
commodity prices. Then, in 1862, the United States began to
issue greenbacks, and paper-money inflation ensued which ac-
counts for the abrupt rise of curve (¢) between 1861 and 1864.
In 1865, with the end of the war, gradual deflation of commodity
prices began, but this for several years did not check the rise of
curves (a) and (). One principal reason for this inconsistent
development was that the credit of this country was firmly
reéstablished and foreign capital was again flowing into the
United States, resulting in large imports.” Exports also contin-
ued to rise until 1874, presumably as the result of the extension
of foreign markets for American agricultural produce in the
years following the Civil War. From 1850 to 1865, therefore,
the upturn of foreign trade was due in considerable part to the
rise of commodity prices, and after that date to special factors
which offset the decline of prices which began when inflation
came to an end.

So far as the tariff is concerned, the sharp rise of imports shown
by curve (b) from 1849 to 1860 might be taken as an indication
that the low tariffs of 1846 and 1857 favored import trade, and
to that extent, at least, increased total foreign trade. But the
higher tariffs established in 1862 and 1864 did not prevent

"See Review of Economic Statistics, Vol. I, p. 223.
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curves (@) and () from rising sharply between 1868 and 1870,
their influence being outweighed by special factors previously
mentioned. The movements of curves (a) and (b) throw little
light upon the relation between protective tariffs and the volume
of foreign trade.

The fourth period for curve (a) extends from 1877 to 189s.
Combined exports and imports recovered from the effects of the
depression of 1873, but their trend, shown by the method we
have adopted, is a compound-interest curve rising at the aver-
age rate of 2.2 per cent per annum, which is to be compared with
a figure of 4.3 per cent for the previous period. For imports, the
the fourth period extends from 1879 to 1898, and the trend is
best expressed by a straight line representing a compound-inter-
est curve rising at the rate of 1.7 per cent per annum, which
compares with a trend of 3.7 per cent during the previous period.
Once more curve (c) exhibits a movement that correlates well
with the reduction in the annual percentage increases shown by
curves (e¢) and (&). In the late sixties gold production had
begun to decline, and this led to a long decline of commodity
prices throughout the world. In the United States deflation of
paper currency also contributed to the decline in curve (c),
but in 1879 the country returned to a gold basis and the later
decline of prices was due to the same forces that were operative
elsewhere.

Tariff policies did not change sufficiently in the seventies and
eighties to lead one to expect them to influence materially the
movements of curves (a) and (). The higher tariff enacted in
1890, while decreasing some imports, did not affect either of
these curves significantly during the next two years, and the
same may be said of the lower tariff resulting from the Act of
1894. The depression of the seventies, which was almost world-
wide, and that of the nineties, almost equally widespread,
naturally checked the growth of foreign trade and must have
contributed to the decline in the percentage of increase shown
by the trends determined for curves (a) and (&). But whatever
other factors were operative, we must attribute great impor-
tance to the long decline of commodity prices.
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The fifth period for combined exports and imports extends
from 1896 to 1921, and for imports it runs from 1899 to 1921.
In computing the trends for this period, we must omit the years
1916 to 1921, which were affected by the war. For curve (a) it
was found necessary to use a trend-interval beginning with
1893 and ending in 1914. A compound-interest curve based on
this interval gives results which are most nearly in accord with
historical knowledge of the period. A similar curve based on the
figures from 1898 to 1915 is used for imports. The trends so
computed are then projected forward to the year 1921, not with
the purpose of indicating a single trend-line for the whole
period, but merely to provide a convenient working base for
studying the movements recorded in the years of war and post-
war inflation. The trend for curve () rises at the rate of 5.0
per cent per annum, and that for curve (&) rises at the annual
rate of 6.3 per cent. This sharp increase in the rate of growth
is again related to price movements recorded on curve (¢). In
1897, as a result of the large and growing output of the South
African gold fields, commodity prices in gold-standard countries
turned upward and continued to rise at a moderate rate until
1916. Then came the World War with its very great inflation
of commodity prices, which carried curve (c) to the high level
shown in 1920. Such a revolution in prices could not be without
effect upon the dollar volume of foreign trade, and it is recorded
significantly by curves (a) and (b).

So far as the tariff is concerned, we may note that, disregard-
ing the effect of anticipatory imports, the higher tariff of 1897
and the later tariff of 1909, which averaged only slightly lower,
did not prevent an increase of imports and of combined exports
and imports. The lower tariff of 1913 did not materially alter
the direction of curve (b) in 1914, and whatever effect it may
have had subsequently was entirely lost in the years of war
inflation.

Having observed the relations between price movements and
the trends of foreign trade during the five periods which curves
(a) and (b) record, it is interesting to summarize the results.
Three periods (1795-1820, 1821-49, and 1876-95) were char-
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acterized by falling prices. For these periods the average annual
increases of curve (@) shown by the compound-interest curves
we have used were 0.9 per cent, 2.7 per cent, and 2.2 per cent—
the average percentage being 1.9. For the two periods charac-
terized by rising commodity prices, the percentages of increase
were 4.3 and 5.0—the average being 4.6. For imports during
the same three periods of falling prices the percentages of in-
crease were 1.6, 2.4, and 1.7—the average being 1.9. For the
two periods of increasing prices, the percentage increases of
imports were 3.7 and 6.3—the average being 5.0 per cent. In
short, curve (@) showed an average increase of 1.9 per cent in
three periods of falling prices and an average of 4.6 per cent in
two periods when prices rose, while imports showed an average
increase of 1.9 per cent in times of falling, and of 5.0 per cent in
times of rising, prices. The differences, therefore, between the
annual rates of increase in times of rising prices and such rates
in times of falling prices are 2.7 per cent for curve (a) and 3.1
per cent for curve (). Since these are rates of compound inter-
est and apply to periods averaging twenty-five years in length,
it will be seen that the influence of falling prices upon the dollar
volume of foreign trade is very striking. What these figures
mean when applied to periods averaging twenty-five years in
length will be evident when we consider that $100 compounded
annually for twenty-five years at 1.9 per cent will increase to
$160.05 at the end of the period, whereas the same amount of
money compounded annually for the same period at 4.6 per
cent will increase to $307.79.

Since the period from 1790 to 1820 is a difficult one to inter-
pret, it may be well to leave it out of account in considering
the relation between price movements and the growth of foreign
trade. At the same time, the figures presented for the later
periods can be made more significant by relating them to statis-
tics of population growth, since obviously the constant growth
of population is one of the reasons why foreign trade of the
United States has steadily increased during the last 141 years.
From 1820 to 1849, when commodity prices were declining,
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the curve for combined exports and imports rose at the rate of
2.7 per cent compounded annually, while population increased
at the rate of 3.0 per cent, so that the growth of our total for-
eign trade was less than that of population. During the third
period, 1850-77, when the trend of prices was upward, curve
(e) rose at the rate of 4.3 per cent, while the rate of popu-
lation increase was 2.6 per cent. In the fourth period, when
prices were declining, curve (a) rose at the rate of 2.2 per cent,
which was exactly the percentage by which population moved
during the same years. In the fifth period, when prices showed
a rise in trend, curve (@) rose at an annual average rate of
5.0 per cent, while the rate of population increase was only 1.7
per cent. In other words, during two periods of falling prices
the rate of growth of combined exports and imports was either
a little less than or just equal to the rate of increase of popula-
tion, whereas during two periods of rising prices it exceeded
greatly the rate of increase of population.

The sixth period covers the decade ending June 30, 1931. The
dislocation of world trade and violent deflation of commodity
prices in 1921 brought the figures for the fiscal year ending
June 30, 1922, to such a low level that it seemed unsafe to use
it in determining trend for such a short period as ten years. A
better result can be obtained by beginning with the fiscal year
1923 and ending with 1930; but this gives us a still shorter
period, so that we cannot have much confidence in the result.
Whichever period we select, we secure for both curves an up-
ward trend, and this is consistent with the experience of the
United States during all its previous history. We should prob-
ably be justified, therefore, in adopting for each curve the least
upward trend resulting from our measurements, and using this
provisionally, recognizing that it is probably too early to deter-
mine with safety a proper trend for the post-war years and that
the results obtained are only provisional. Another method would
be to resort to the makeshift of using a horizontal line, while
recognizing that some sort of rising trend will probably be sub-
stituted when further data make it possible to reach a satisfactory
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CHArT 2—Combined Imports and Exports: Annual Percentage
Changes* Adjusted for Normal Rate of Growth. (Unit: one per cent.)
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Cuart 3—Imports: Annual Percentage Changes* Adjusted for
Normal Rate of Growth. (Unit: one per cent.)

430 =y T T T T T — g - Lo Lt e
[ H "3
+40 ] :
! )
+30 ' ! i g
i ' p
+20 : ] 'h
i |
10 i i 'H
] | Lall 11 0, f
o e (e e () (L |l T n lrrhl
I n :I | l 1 l T
10 I 1 | ni
@ :' ! ' i
'I ' I 1 1
il ! 1 |
“wr ! 1 I
H i |
&

-40 1 L L ) T L " 1 L 1 L I
1795 1000 1603 1810 1815 1820 1825 1630 1635 1840 1645 1650 1SS 1860 1665

* For explanation of broken bars see text, p. 195. The bars, 1795-1842, show
percentage changes for fiscal years ending September 30; the bars, 1845-1931,
for fiscal years ending June 30.
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conclusion; but we have preferred to adopt the least upward
trend resulting from our measurements, chiefly in order to keep
our present curves homogeneous throughout their extent. For
combined exports and imports from 1922 to 1931 the annual in-
crease was 0.3 per cent, and for imports it was 0.4 per cent, both
percentages being determined for the period 1922-31.

Here again it is interesting to refer to the movement of com-
modity prices. From 1922 to 1925 there occurred an irregular
rise, and then in 1926 began an irregular decline, at first moder-
ate, but after 1929 very sharp. Curves (a) and (b) reveal that
up to 1926, when commodity prices were rising, there was a
sharp upturn in the dollar volumes of imports and of combined
exports and imports. They also show that during the next three
years, when prices declined moderately, curve (a) increased
only slightly and curve (&) turned slightly downward; while
finally, in the last two years of sharply declining prices, both
curves fell precipitately. In epitome, these ten years reveal the
same facts disclosed by the previous century and a quarter.
Rising prices mean a sharp increase in the dollar volume of
foreign trade; moderately declining prices do not prevent an
increase but greatly reduce the rate of growth; while precipitate
price declines, which of course do not last long, always bring
an actual decrease as long as they continue.

Having determined the varying trends of series showing
imports into the United States from 1790 to 1931 and com-
bined exports and imports for the same period, we shall now
undertake to determine cyclical movements. In our analysis we
shall follow the method used in dealing with postal revenues of
the United States in the article published in the May number
of this Review. That method consisted of studying the annual
percentage changes after making adjustment for trend by sub-
tracting (algebraically) the normal yearly growth from the
actual percentage change for each year. In the case of imports
and combin