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FOREWORD

The author’s ‘“Principles of Economies’’ published in 1904
aimed to present a unified theory of distribution under the
conditions of the modern price system. Value, rent, wages,
and interest were for the first time in a general text treated
as different manifestations of the same general principles,
not as contrasted phenomena each governed by a law of a
different nature. The present text develops this plan fur-
ther and seeks to bring out more clearly on the theoretical
side important distinetions such as those between the indi-
vidual psychology of value and market price, static and
dynamic conditions, temporary and more permanent changes,
commercial and welfare problems.

This text of ‘‘Economic Principles’’ secks to answer the
practical needs of our society as it is today better than does
the older analysis which has become conventionalized in col-
lege texts. Illustrations of prineciples are drawn almost en-
tirely from contemporary American conditions. A number
of practical applications of the prineiples are treated in a
seeond volume ‘‘Modern Economic Problems’’ (revised 1922 ),
dealing with the faets, theories, and public policies relating to
money, banking, international trade, labor organizations,
agricultural economics, trusts, taxation, insurance, and other
topies.
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ECONOMIC PRINCIPLES

CHAPTER 1
PURPOSE AND NATURE OF ECONOMICS

§ 1. Definition of economics. § 2. Economics contrasted with the nat-
ural sciences. § 3. Science as abstraction. § 4. Science and art. §5.
Place of economics among the sciences. § 6. Subdivisions of economics,
§ 7. Economy in the sense of the subject studied. § 8. Economy not
parsimony. §9. Social aims of economics. § 10. Economics in a democ-
racy. Note on Economic laws and other terms.

§ 1. Definition of economics. Economics may be defined,
briefly, as the study of men-earning 4 living; or, more fully,
as the study of the material world and of the activities and
mutual relations of men so far as all these are the objective
conditions to the gratification and to the welfare of men. The
ideas of most persons on this subject are vague, yet it would
be very desirable if the student could approach this study
with an exact understanding of the nature of the questions
with which it deals. Until a subject has been studied, however,
a definition in mere words but slightly aids in marking it off
clearly in our thought. The student must first try to see
the general field of facts and of human interests that eco-
nomics covers.

§ 2. Economics contrasted with the natural sciences.
Economics may be contrasted with the natural sciences, which
deal with material things and their mutual relations. A defi-
nition that suggests clear and familiar thoughts to the student
seems at first much more difficult to get in economies than in

the natural sciences. These deal with concrete, material things
3



4 ELEMENTS OF VALUE AND PRICE [Pr. X

which we are accustomed to see, handle, and measure. If a
child is told that botany is a study in which he may learn
about flowers, trees, and plants, the answer is fairly satisfying,
for he at once thinks of many things of that kind. When, in
like manner, zoSlogy is defined as the study of animals, or
geology as the study of rocks and the earth, the words call
up memories of many familiar objects. Even so difficult and
foreign-looking a word as ichthyology seems to be made clear
by the statement that it is the name of the study in which one
learns about fish. It is true that there may be some misun-
derstanding as to the way in which these subjects are studied,
for botany is not in the main to teach how to cultivate plants
in the garden, nor ichthyology how to catch fish or to propa-
gate them in a pond. But the main purpose of these studies
is easily made clear at the outset; it is to know about the
natural objects themselves. It is true that as each science
is pursued, and knowledge widens to take in the manifold and
various forms of life, the boundaries of the special sciences
become not more but less sharp and definite.

In contrast with these, economics is one of the social sciences
which deal with the inner nature of men and with men’s
relations in society. These are less tangible facts—we are
tempted to say that they are less familiar—than are the ma-
terials with which the natural sciences deal. But the truth
may be that social acts and relations are more familiar to
our thought than is the subject matter of the physical sciences.
Every hour in the streets and stores one may witness thou-
sands of acts, such as bargains, labor, and payments, that are
the data of economic science. Their very familiarity causes
us to overlook their deeper meaning.

§ 3. Science as abstraction. A science by its very nature
as science is concerned primarily with abstractions rather than
with concrete objects. To think scientifically is to think ab-
stractly. Abstraction is a certain way of looking at things;
it is looking at their qualities. It is more difficult to think
abstractly than it is to think of concrete things. It implies
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an analysis, a taking-apart of things to get at their components,
and a grouping of these parts into some general idea—not an
easy task for most minds. Economics singles out for study
those aspects of the world which have to do with man’s desire
for the things about him and the use that he makes of them.

Economics ‘‘as the study of the material world’’ also has
to do with all of those things which are the subject-matter
of the natural sciences; but only in a secondary way. It
studies them only as they are related to man’s welfare, or as
they affect his valuation of things; only in so far as they are
related to the central subject of economic interest, the earning
of a living.

§4. Science and art. Like every other field of study,
economics has two aspects, one of science, the other of art;
the one of knowledge, the other of action; the one of prin-
ciples, the other of their application. Each science seeks to
study and to understand the world in some aspect, to reduce
the multitude of facts to order, and to understand their rela-
tions. Thus, astronomy has succeeded in counting a large
number of heavenly bodies, classifying them as stars, planets,
comets, ete., has come to understand their relations in space,
distances, direction, and speed of movement, etc. On this
science 1s based such practical arts as navigation, regulation
of the calendar, determination of the exact time, prediction of
eclipses, etec. Thus, likewise, physics, chemistry, the various
branches of biology, psychology, ete., are concerned first, and
merely as science, with the truth regardless of its application.
Then, however, whatever truth is discovered may be found to
be capable of some uses or applications, either in the hands of
the scientists themselves or in the hands of another body of
men, variously named practical workers, technicians, and
inventors, who develop the art side of the subject. The history
of civilization abounds with evidence showing that the work
of the group of scientific workers continually pursuing truth
for its own sake (work little esteemed by the world in
general), is indispensable for the continued progress in the
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practical arts. Just outside the circle of attained scientific
knowledge is a fringe of possible practical applications. But
unless other and still other discoveries were made, practical
progress in the arts would lose its source of inspiration.

§ 5. Place of economics among the sciences. Economies
seeks the reason, connection, and relations in the great multi-
tude of acts arising out of the dependence of men on the world
of things and of other men. Economics has to study men in
two sets of relations, as is indicated in the definition: the
relation on the one hand of man to material (non-human)
things about him, and on the other hand to other men with
whom he has ‘‘economic’’ dealings. In so far as economics
is concerned with the former, the relation of man to his ma-
terial environment, economics borders on some phases of each
of the engineering sciences, and of the natural sciences, as
geology, botany, zodlogy, and (in considering how these things
affect man) physiology and psychology.

In so far as economies is concerned with the mutual rela-
tions of men in business, it becomes one of the group of social
sciences. The word ‘‘social’”’ comes from the Latin socius,
meaning a fellow, comrade, companion, associate. The social
sciences deal with men and their relations with each other.
As men living together have to do with each other in a great
many different ways, and enter into a great many different re-
lations, there arise many different social problems, and the
several social sciences of politics, law, ethics, and economics.
Each of these attempts to study social relations in some one
important aspect, that is, to view them from some one stand-
point. Politics treats of the form and working of govern-
ment, and is mainly concerned with the question of power or
control of the individual’s actions and liberty. Law treats of
the rules of the sovereign state controlling the actions of men
(eriminal jurisprudenece), and of the principles guiding the
interpreting of the contracts into which men see fit to enter
in their economie affairs (civil jurisprudence). Ethics treats
the question of right and wrong, and the moral aspects of
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men’s acts and relations with each other. As compared with
these, economics is a much less purely social science; it has to
do almost constantly with the material environment as well
as with the social environment in which men live.

The attempt to distinguish between the fields occupied by the
various social sciences discloses at once a fundamental unity
existing among them. The acts of men are closely related in
their lives, but they may be looked at from different sides.
The central thought in economics in its social aspect is the
business relation, the relation of men in working together, or
in exchanging their services and material goods. In pursu-
ing economic inquiries we come into contact with political,
legal, and ethical considerations, all of which must be recog-
nized before a final, practical answer can be given to any ques-
tion. Nevertheless, the province of economics is limited. It
is because of the feebleness of our mental power that we divide
and subdivide these complex questions and try to answer cer-
tain parts before we seek to answer the whole. Whoever at-
tempts this final and more difficult task should rise to the
standpoint of the social philosopher.

§ 6. Subdivisions of economics. Economics in its most
general sense includes various subdivisions. First is domestic
economics (household economics), the modern equivalent of
otko-nomos, tirst used by Xenophon as the name for a set of
rules to help the housekeeper or steward of an estate. The
typical Greek household, however, was a large estate with
slaves, almost a little state in itself, carrying on nearly all the
arts and crafts. The term political economy (as économie
politique) was first used in France in the eighteenth century
to express the set of rules or principles to guide the king and
his counselors in the control of his country, which was thought
of much as if it were the king’s private estate. Of late the
term ‘‘economics,’’ as expressing better a broadening con-
ception of the subject, and at the same time as less likely to
be confused with politics, has been gradually displacing the
term political economy. It is used with various adjectives in-
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dicating the field covered; for example, domestic economics,
household economics, corporation economics, national econom-
ies, political economy, world-economy, ete.

§7. Economy in the sense of the subject studied. We
have chosen for our purpose to define economics as a ‘‘study,”’
a body of knowledge, a science. But as in the case of various
other sciences, its name is used also to indicate the body of
facts and group of persons which are studied. One person
(like Robinson Crusoe, on his desert island) constitutes an in-
dividual economy. There are, in such a case, no personal rela-
tions to study, but only the relations of man to his environ-
ment. A group of persons thought of together with all their
material environment and in their relations with each other,
forming something of an economie unity, constitute a social
economy. The economic affairs of a family constitute a family
or domestic economy, and those of a nation a political, or a
national, economy.

§ 8. Economy not parsimony. It should hardly be neces-
sary to warn against giving to the word ‘‘economy’’ the mean-
ing of (the act or the quality of) parsimony. XEconomy im-
plies good management, making the best of whatever means
one has, and this is not stinginess, tho the thriftless and
the self-seeking are always prone to impute it as such to
others. Economy as a mode of action is parallel to economics
as-the science that seeks to arrive at such general rules and
principles as will lead to the best results in the use of the
resources and services of individuals, families, and nations,

It is true that there are different standards by which to
judge what is ‘‘best’’; sometimes a merely pecuniary stand-
ard of business profit to the individual is taken, and this
may come close to mere avarice. Again, a standard of true
welfare for the nation or for the race may be taken. These
two views may be, and often are, in conflict, and it is a part of
the task in this study to keep before the mind as clearly as
possible the difference between these standards. The one
standard is that of individual—pecuniary, aecquisitive eco-
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nomies; the other that of public—industrial, productive eco-
nomies.!

§9. B8ocial aims of economics. Economics is often defined
as the science of wealth. Partly because of this, and partly
because of the unfortunate confusion of the individual and of
the social points of view, it has been characterized as a ‘‘gospel
of Mammon.”” But, in the main, economics must be under-
stood as a social study for social ends, not a selfish study for
individual advantage. The individual interest must be recog-
nized, but treated as within, and subordinate to, the larger
social interests. Certainly some of the lessons of economics
may be of practical value to men in active business, and
training in economics is increasingly deemed a helpful prep-
aration for many special callings. Many economic ‘‘prinei-
ples’’ are but the general statement of those ideas that have
been approved by the experience of business men, of states-
men, and of the masses of men, KEconomics is not dreamed
out by the closet philosopher, but more and more it is the
attempt to deseribe and comprehend the interests and the
action of the practical world in which men must live, Many
men are working together to develop this study—those who
collect statistics and facts bearing on all kinds of practical
affairs, and those who search through the records of the past
for illustrations of experiments and experiences that may
help us in our life to-day.

§10. Economics in a democracy. With the growth of
the modern state, with the inereasing importance of business,
and of industrial and commerecial interests, as compared with
changes of dynasty or the personal rivalries of rulers, eco-
nomic questions have grown in relative importance. In our
own country, particularly since the subjects of slavery and of
states’ rights ceased to absorb the attention of our people, eco-
nomic questions have pushed rapidly into the foreground. In-
deed, it has of late been more clearly seen that many of the
older political questions, such as the American Revolution and

1 This distinction is developed in Part VI, especially in ch. 39.
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slavery, formerly discussed almost entirely in their political
and constitutional aspects, were at bottom largely questions of
economie rivalry and of economic welfare. The remarkable
increase in the attention given to this study in colleges and
universities since the beginning of the last quarter of the nine-
teenth century is but the index of the greatly increased in-
terest and attention given to it by citizens generally.

The conception of political economy as the term was first
used, has been modified wherever unlimited monarchy has
given way to the rule of the people. In a democracy there is
need for a general diffusion of knowledge, if the economic
policy and legislation of the State is to be intelligent. The
power now rests not with the king and a few counselors, but
in the last resort with the people, and therefore the people
must be acquainted with the experiences of the past, must so
far as possible have economic knowledge to enlighten them in
their choice of men and of measures.

No1E

Economic laws and other terms. In the science of economics some
general ideas and statements are attained, and are called variously laws,
principles, theories, hypotheses, and doctrines. These terms are used
somewhat loosely, and we may note the general meaning that we are
to attach to them.

Law originally meant (1) the binding custom or practice of a com-
munity; then came to mean (2) a rule laid down and enforced by some
authority, as the State (acting through the political law-making body),
or as divine will; (3) a statement of an order or relation of phenomena
which appears to hold under the given conditions. Economic laws have
this last meaning; they are not made and enforced by man, but are
discovered as the true order inherent in things. Often in the physical
sciences law in this sense suggests a pretty definite arithmetic state-
ment (i.e.,, Newton’s law of gravitation, Kepler’s law, ete.), but it
is used generally of an orderly recurrence. In economics the term is
frequently applied, as in the phrases, law of diminighing returns,
Gresham’s law of money, ete.

Principle meant (1) beginning; then (2) source, or origin; (3) a
fundamental truth; (4) an elementary proposition. Law and prin-
ciple are used almost interchangeably, tho it would seem better to



Cu. 1] PURPOSE AND NATURE OF ECONOMICS 11

speak of principle when a more elementary statement is meant, and
a law when the statement is more complex. Throughout this book the
preference is generally given to the word principle rather than law in
cases where there is good usage favorable to both.

Theory meant (1) contemplation; then (2) the general explanation
of a body of facts, or group of phenomena; in other words, a plan or
scheme of thought constructed to fit the facts so far as they are
known. The popular use of the term theory to mean some plan of
action, especially a poorly thought out plan sure to fail, should have no
place in our discussion. It is an error to contrast theory and practice
as the impracticable versus the practical. They should be contrasted
only as idea, or explanation, versus action, or execution. Good theory
then, usually goes with good practice and bad theory with poor prac-
tice. Usually when it is said that a thing is true in theory but false in
practice, what is meant is that the theory is untrue, based on purely
imaginary conditions and hence will not work. Science has to do with
theory; art has to do with practice.

Hypothestis, often used interchangeably with theory, may be distin-
guighed from it; it is a provisional conjecture regarding the relations
of certain phenomena, whereas a theory is a hypothesis which has under-
gone a large measure of verification.

Doctrine meant originally (1) that which is taught, usually by a
group of thinkers; hence (2 a body of principles. In such expressions
as the law of rent, the theory of rent, and the doctrine of rent, the
terms are well nigh synonymous, and the preference for the use of
“doctrine” in certain cases rather than theory or principle, resulted
more or less from the historical accident that a theory became connected
in thought with a group of thinkers (that is, was taught by them, as
Malthusian doctrine, the Ricardian rent doetrine, the free-trade doctrine
of the Manchester School, ete.).



CHAPTER 2
CHOICE AND VALUE

§ 1. Choice; its oriéin. § 2. Development of conscious choice. §3.
The idea of scarcity. §4. Valuation. §5. One’s own labor as a valu-
ation unit. § 6. Crusoe’s scale of valuations. §7. Choice before and
after valuation. §8. Value. Notes on Aspects of things chosen, Vari-
ous meanings of scarcity, Value and valuations.

§ 1. Choice; its origin. The world of industry, as we
look out upon it, appears to be alive with motion, like a bee-
hive. In the erowded harbor, the busy railroad yard, the
noisy steel mill, the bustling department store, we see a cease-
less and bewildering activity. In all this movement and ap-
parent confusion, there is, however, a large degree of order
and a pretty regular succession of events which reflects a sue-
cession of choices that men are making.

These choices are not always and entirely the result of de-
liberate and conscious caleulation. They are determined in a
very great degree by habit or by instinet. Every living crea-
ture has a nervous organization of some sort—plants as well
as the lowest forms of animals. This nervous organization has
a pretty definite ‘‘set’’ or habit of response toward its en-
vironment; that is, the nerves react in certain ways to ex-
ternal stimuli. The seed in moist soil germinates; it sends
rootlets into the earth in search of water and of the particu-
lar soil-elements which it by nature ‘‘chooses’’; it sends
stock and leaf upward into the light and air, it spreads or
elimbs or twines according to its nature. The chick picks its
way out of the shell, and then instinctively (by its inborn
nature) picks at any particle it sees. It finds some objects

““good’’ and it eats them; it finds others ‘“bad’’ and it rejects
12
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them. 1t thus adds to its instinetive choice the choice result-
ing from experience.

§ 2. Development of conscious choice. Every human be-
ing starts on his life of choice in just this way, with a fund
of natural impulses, a capacity for certain instinctive reac-
tions. The new-born child cries when hungry or uncomfort-
able, and it does not know in advance (the first time) what
it is erying for. It is moved by mere impulse, tho we say
loosely that it ‘‘knows’’ well enough when it gets the right
thing. Some food it rejects, other food it takes; and its mere
impulse has now become a vague aversion or a vague desire.
Very quickly it learns to associate the presence of some ob-
ject with this or with that choice, and reaches for it, cries for
it, giving now a very definite direction to the impulse which it
feels. Feeling directed in this way upon some particular ob-
ject or action is called desire. If we speak of this as a ‘‘con-
scious desire,”’ we mean not that the person is reflecting on
the nature of the desire, but simply that he is conscious of
the presence of the thing, and that he desires it. As the child
grows older, choice becomes vastly more ecomplex, but all hu-
man choice is the development of the first simple impulsive
acts. The difference in this matter between man and the ani-
mals lies in the degree to which the original fund of impulses is
strengthened or weakened by experience and training, and is
modified by the greater growth of forethought, imagination,
and reason. As the man attains his maturity, deliberate cal-
culation enters more and more into the making of choice. Yet
the instinctive and habitual elements of choice continue to be
very potent.

Tastes change with age, are trained, are influenced by cus-
tom, by example, and by suggestions of many kinds, and are
given a wider range by wealth, travel, and opportunity. But
choice is ruled fundamentally by impulse and by instinct; one
likes what he likes; de gustibus non disputandum est.

Choice develops in this way as it is directed upon each of
the great classes of things with which man is surrounded;
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clothing, houses, furniture, horses, automobiles, books, ete. It
operates also upon the actions of the man himself. He reaches
out or withdraws his hand ; he seeks or he shuns; he labors to
make or to destroy, to possess or to get rid of. Thus the
choice among one’s own acts is intertwined with one’s choice
of things.!

§3. The idea of scarcity. Now we are not likely to feel
a very keen desire for a particular thing unless the supply of
it at our disposal is relatively limited. The air which we
breathe is essential to life. But the air is all around us, and
ordinarily in boundless abundanece. Moreover, we breathe by
reflex or automatic action of the muscles without conscious
attention. The result is that we do not ordinarily feel a de-
sire for air. But in a crowded room where there is a real
scarcity of fresh air relative to our need for it, our desire for
a breath of fresh air may become very keen indeed. Under
such circumstances the air takes on a very different impor-
tance as an object of choice. Qur impulsive actions and our
thought are directed toward getting it. The diver in his div-
ing suit must make this his first and most constant interest;
the drowning man tragically feels this need.

The scarcity which we are now discussing is such a limita-
tion in the number or quantity of objects that not all desires
can be met then and there by the amount of goods available.
In the numberless cases where some desires are not met or
are only partially met, we are under the necessity of mak-
ing a choice as to which desires shall be met. This involves
a choice—and therefore a comparison—among things.?

§ 4. Valuation. If we choose one thing rather than an-
other it is plain that for us the first thing has the greater
importance. For one cause or another (instinet, training, ex-
perience, imagination, judgment) it weighs more in the scale
of our choice than the thing which is rejected. Now in our
daily life we are constantly making comparisons of this sort

1 8ee note on Aspects of things chosen, at end of chapter.
2 See note at end of chapter on Various meanings of scarcity.
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between things. Few of us—if any-—are able to secure all
the things which we desire. We are under the necessity of
choosing among the various possibilities. We are, therefore,
under the recurring necessity of comparing
one thing with another, and in so doing,
we assess or estimate one thing in terms of
the quantity of the other thing. Such an
expression of the importance of one object
of choice in terms of another we may call a
valuation.

A comparison of this sort between things ¢ 1. Coror Be-
may take the form of a mere vague prefer. JI=ors>
ence without any exact quantitative expression of the degree
to which the one thing is more important to us than the other.
(Fig.1.) We prefer one object, X, to another object, Y, with-
out attempting to express even to ourselves the exact strength
of the preference. On the other hand, our valuations may
and usually do take the form of definite mathematical ratios.
In the early American fur trade, for example, a beaver skin
came by convention to be used as a unit in terms of which the
relative importance of other things (e.g., other furs, food sup-
plies, etc.) was expressed. The other things were measured
as multiples (or fractions) of the unit.

Suppose, now, that in a similar way, we were to take a num-
o ber of things, X, Y, M, N, O, P, and
Q (taking, of course, a definite

T amount and grade of each) and were
| T p to make an exact estimate of their
H respective degrees of importance.

Valugtion Scale

\oluation  Scae

The accompanying diagram may be

L L L used to express in a graphic way the
Fia. 2. Omoms or Omorcz Mathematical relations of the impor-
AMONG SEVERAL OBIEOTS.  tanee of any one expressed in terms

* The dotted valuation line ab drawn through x and above y indicates
that the valuation of x is greater than that of y, but the degree of the
difference is left indefinite.
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of any one of the others. As a matter of convenience we may
settle upon a particular one, Q, as a common unit for express-
ing or measuring the importance of each of the others in
turn. This, in fact, is exactly what the fur-traders did. And
we do the same in our use of a monetary unit as our standard
for the expression and comparison of the relative importance
of things.

Viewed as the reflection of an act of choice, a valuation of
goods appears to be a very simple fact. Yet underlying this
simplicity would be found ordinarily a number of complex
motives. Each valuation is a focus of many influences, a re-
sultant of many conditions, some in the environment, and
some in the nature and in the feeling of man. According as
there is more or less of the various things to choose, and ac-
cording as the person is more or less hungry or tired or cold
or elated or downcast, any particular object may appear to
be more or less important, may thus have a greater or less
valuation.

§5. Ome’s own labor as a valuation unit. A valuation
involves more than a comparison between external objects.
Often one’s own labor is brought into the comparison.
Choice frequently has to be made with reference to the lim-
ited strength and time of the subject, his laboring force. Here
there is a twofold comparison; a good is compared with the
labor required to secure it as well as with another good. When
we are face to face with nature, and goods are to be secured
only through our own labor applied to various materials, we
are likely to estimate things habitually in terms of our own
labor. Labor may under these circumstances become a com-
mon unit for the valustion of external things.

§ 6. Crusoe’s scale of valuations, The economy of Rob-
jnson Crusoe serves to illustrate the problems which the indi-
vidual has to solve when the relation is between man and na-
ture, and not between man and man.

The unfailing interest which old and young find in the
story of Crusoe is largely due to the convincing naturalness
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of the tale. Each reader feels that he would have done just
the same things in just the same order, if he were in the same
plight and had been cast ashore as the story relates.

I was wet and cold, and had no dry clothes to put on, no food
to eat, not a friend to help me. . . . I had but a knife and a pipe. . . .
Where was I to go for the night? . .. I went to a tree and made a
kind of nest to sleep in. Then I cut a stick to keep off the beasts of
prey in case they should come. . .. The next day ... I swam up to
the wreck which was in a sand bank, My first thought was fo look
around for some food . . . and I ate some of it as I went to and fro,
as there was no time to lose., There was, too, some rum, of which I took
a good draught, and this gave me heart. . . . I fell to work to make
a raft. I found some bread and rice, a Dutch cheese, and some dried
goat’s flesh, . . . some fresh clothes and four guns, . .. with these I
put to sea ... and brought the raft safe to land with all her
freight. . . . ‘

The next day, as there was still a great store of things left in the
ship, which would be of use to me, I thought I ought to bring them
to land at once, for I knew that the first storm would break up the
ship. . . . The first thing I gought was the tool-chest; and in it were
some bags of nails, spikes, saws, knives, and such things; but best
of all I found & stone to grind my tools on. There were two or three
flagks, some large bags of shot, and a roll of lead. There were some
spare sails too, which I brought to the shore.

Now that I had two freight of goods on hand, I made a tent with
the ship’s sails, to stow them in, and cut the poles for it from the
wood.

The next day I had no great wish for work, but there was too much
to be done for me to dwell long on my sad lot. Each day, as it came,
I went off to the wreck to fetch more things and I brought back as
much as the raft would hold. ...

The last time I swam to the wreck I found some tea and some gold
coin; but as to the gold it made me laugh to look at it. “O drug,”
said I; “thou art no use to me! I care not to save thee. Stay where
thou art till the ship goes down; then go thou with it.” Still I thought
I might as well just take it. ...

I have said not a word of my pets. You may guess how fond I
was of them, as they were all the friends left to me. I brought a dog
and two cats from the ship.—(Adapted from the abridged edition,
published by H. Altemus, Philadelphia.)

Crusoe knew not at what moment the waves would sweep



18 ELEMENTS OF VALUE AND PRICE {Pr.1

into the sea whatever was left. He had scant strength and
time for the task. His labor was to be so distributed that he
might save from the wrecked ship the most valuable contents.
Did he choose well? First, to preserve his life he found a
tree to sleep in, and a stick to ward off wild beasts. Then
at the ship he took food, clothing, weapons and tools, and
made a place to store them safe; and finally came gold and
pets. We see how he ranks them then and there, and how
different is the scale from that he had before. His re-
mark about the gold is whimsically suggestive of the old lin-
gering standards of choice, and of the dim hope that he might
return to live among men, and thus resume his old scale of
values.

§7. Choice before and after valuation. It is usual to
speak of the valuation which a person has (or holds or makes)
of an object as preceding choice; but evidently this is not so
in the case of instinetive choice, and many choices have in a
measure this impulsive character. In case of a choice of a
thing by a person for his own use the valuation is simply the
resultant of choice; it is the arithmetie expression necessarily
involved in the action and reveals to the person himself what
he has done, how he values the object, rather than determines
his action.

In a great many business transactions, however, one is not
choosing for his own desires, but is trying to forecast the
valuations of others to whom he will sell. There is often, in
such cases, a long and careful attempt to express in exact fig-
ures the relative importance of different objects before a
choice is finally made. In other cases the valuations precede
the choice, when a conscious caleculation is made of the relative
effectiveness of things (heating power, food-value, ete.) and
the relative difficulty of getting them (cost in money, distance
to carry, ete.). In this sense of a careful estimate of the im-
portance of a thing for business purposes, we speak of an as-
sessor’s valuation of property for purposes of taxation, an
appraiser’s valuation of imports, and a merchant’s valuation
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of his stock-in-trade. This kind of commercial valuation usu-
ally precedes choice by merchants.?

§ 8. Value. Now as a choice is made and a valuation is
thus expressed, the person choosing feels that there is a certain
quality in the thing which evokes or determines his choice.
This quality of importance which things have when they are
the objects of man’s choice is value. Broadly understood
value may be of many kinds: moral (the quality in actions
calling for approval or disapproval), religious (the quality in
actions, sentiments, and beliefs reflecting what the persons be-
lieve to be the will of the deity), esthetic (the quality in ob-
jects that accords with the canons of good taste in color, form,
sound, etc.). Kconomie value is but one species of the larger
genus of value. It is the quality in an object in the environ-
ment to influence a man’s action in respect to the contrel and
use of the object. We ascribe this quality to the object that
motivates our choice. Bread, meat, dress, houses, land, gold,
carriages, slaves, the labor of hired servants, each object is said
by you to have (economic) value, just because you feel and
know that it sways your behavior in relation to itself. Value
in this sense is not inherent or intrinsic in anything; it goes
and comes, it grows and wanes, according to the intensity of
the desire. It may have existence for one economic subject
and not for another. It is not to be thought of as something
in a thing before man makes it an object of choice. The log-
ical order is: first, choice; secondly, a valuation by necessary
implication; third, value—the quality imputed to the object.
Yet in real life these are but three phases, absolutely contem-
poraneous, of the same thing. Value is but the abstract qual-
ity which we attach to the thing in our thought, because of
the way it makes us behave in its presence. Value is funda-
mentally a reflection of the individual choice, though many
individuals may have a similar choice, and by their interrela-
tions mutually influence each other’s valuations in remark-

31t is, however, but the anticipation and reflection of the choices
that purchasers will later make. See on enterprise in Part V.
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able ways. Objects have their physical qualities independent
of man’s choice; the apple has form, weight, the texture and
skin which to the eye look red, and the chemical elements that
give a certain flavor and taste. These singly or combined are
not value, tho each has its part in determining under vary-
ing conditions, whether the apple is to have also the quality
of value. There are as many problems of economic value as
there are ways of choosing between economic objects. Their
study makes up a large part of economies.*

Nores

Aspects of things chosen. Choice itself has a number of aspects and
is made in reference to one or another quality of goods and acts (when
certain other qualities are for the time equal or may be left out of
consideration). The four chief aspects of choice relate to stuff, form,
place, and time, as follows: (1) Choice of kinds of things (the sim-
plest case being choice among things present and chosen for their
immediate use and enjoyment), as choice between different kinds
of objects, such as food and clothing, apples and oranges; or again
the things may be of the same general kind but of different qualities,
as apples differing in sweetness, smoothness, and in color; or the objects
may be of different sizes or be in different quantities. (2) Choice of
form, as an apple cut and pared rather than one uncut, or cooked food
rather than uncooked food, or a made garment rather than the unmade
cloth and materials. (3) Choice of the place, as an apple here rather
than on the tree or on a distant farm, a pail of water in the house
rather than at the well, home for one’s self rather than the roadside
at dusk with home still miles away, ete. (4) Choice of the time at
which goods of a certain kind shall come into one’s control, or that
acts should be done, as choice of food at once when hungry rather than
later, or of rainfall after a drought rather than during a flood, or
the choice involved in keeping of food for winter instead of eating it
all in the fall, ete.

These choices occur in many combinations and degrees of difficulty
and complexity. It is a large part of the task of economics to study
in detail the large groups of choices which are thus made.

Various meanings of scarcity. In economics the idea of scarcxty is
(as is shown above) connected with limitation relative to the desire for
the objects. But “scarce” has other meanings. Sometimes it is that

4 See note below on Value and valuation.
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of rare, or uncommon (which usually, tho not always, implies desirabil-
ity), as a scarce plant, a scarce butterfly, or a scarce stamp. Scarcity
means also a small amount compared with the average or usual; it is
said that wheat is scarce the year of a poor harvest tho there are
millions of bushels of it, and conversely that “wheat is not scarce,”
when there is a good harvest; yct in relation to choice it is merely
less scarce than usual.

Value and valuation. The words value and valuation are frequently
used interchangeably without much harm; yet for great precision it
would usually be better to distinguish between them. The essential
meaning of value as given in §8 (a quality imputed to an object by
a man) is individual, that is, it relates to a particular person. The
meaning is somewhat different when value and market value are used
for convenience to express a valuation, that is, some one’s estimate (as
a statistician’s, an official’s) of the amount of goods ir terms of price,
such as the value of the imports and of the exports, the total value of
the wheat crop of the country, the value of all the outstanding stock of
a corporation. This valuation is obtained by multiplying the whole
number of units of goods, shares of stock, etc., by the price in a single
transaction. This valuation is not to be confused with price; price is
an actual amount of money paid, whereas the valuation is an estimate
of the total number of dollars for which all the articles could have sold,
if they had changed hands at that price. In fact, in many cases, many
of them did not change hands at that time,



CHAPTER 3
GOODS AND PSYCHIC INCOME

§ 1. Inherent physical nature of things. §2. Free goods and economie
goods. § 3. Harmful objects. §4. Value and true welfare. § 5. Gratifi-
cation of desire. §6. The idea of income. §7. Psychic income. §8.
Motivating force of psychic income. §9. The personal equation in
psychic income. § 10. Desire streams and income streams, § 11. Goods
of direct use. § 12. Directness of use defined.

§ 1. Inherent physical nature of things. Man has to take
the physical nature of things as he finds it. He can, to be
sure, make certain changes in the relative positions of parti-
cles or masses of matter. He can decompose a chemical com-
pound into its elements; he can change iron into steel, and
with this construct elaborate machinery ; he can make clothing
of vegetable fiber; he can cut a canal through an isthmus that
united two continents. He can, in short, make many changesin
his physical environment and, within limits, he can adjust it
to his liking, But the physical and chemical forces of the
world, acting in ways which we express as natural laws, are
beyond the power of man to change. He may rise above the
earth in a balloon, or even travel through the air in a heavier-
than-air machine. But the force of gravitation is acting upon
him during every moment of his flight. Material things differ
in their specific gravity, in their power to reflect rays of light,
or to absorb or transmit heat. They differ also in their chem-
ical qualities. Niter, charcoal, and saltpeter, combined in cer-
tain proportions, form an explosive. Other proportions give
other results. Solids combine to form gases and liquids unite
to form solids, and these qualities and reactions of material

things are for men ultimate truths of chemistry. Sunshine
22
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acts on living bodies, whether plant, animal, or man, in certain
ways. Some plants are nourishing food for animals, others
are poisonous. If man were not living on the earth, things
would, so far as we can conclude, have the same physical and
chemical qualities, and mechanical laws would be the same as
at present. They are not governed by the will of man. Man
can, however-—and does—slowly learn the nature of things,
and as he does g0 he makes choices among them, uses them
for his purposes, combines, separates, and adapts them so that
he may better bring about the results he desires. The fitness
of things for accomplishing man’s desires is what makes them
objects of choice.

§ 2. Free goods and economic goods. We have already
seen that some things, even such as are indispensable to exist-
ence, may yet, because of their abundance, fail to be objects
of desire and of choice. Such things are called free goods.
They have no value in the sense in which the economist uses

that term. Free goods are things which exist in superfluity; .

that is, in quantities sufficient not only to gratify but also to
satisfy all the desires which may depend upon them. The air
about us is ordinarily a good of this kind. Water, too, tho
in certain places and at certain times where it is scarce it takes
on a value, is in many places so abundant that it falls in the
category of free goods. The same is true at certain times and
places of firewood, fruits, and other things, when there chances
to be a surplus, relative to the desires of men. In such cases
both the portions which are used and the other portions are
without value—are free goods.

There is always something puzzling about this as one begins
to think about it. It seems unreasonable to say that diamonds,
laces, cigarettes, have value, and air and water have not. But
the explanation is simple. Tho we must have air to live,
and tho every breath we draw is to supply this need, our
attention need not ordinarily be given to the matter of the
supply of air at all. So long as it is present in abundance,
the desire for it has no chance to rise to noticeable intensity,

= -cJ:j?;
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and remains constantly at the zero point. Men do not con-
cern themselves about that which they have in superfluity—
unless indeed the excess causes them some discomfort. It is
well that they do not, for a wise direction of effort can take
place only when men think mainly of the things that are lack-
ing and direct their efforts toward securing them.

Most kinds of enjoyable things are constantly being used up
before every use dependent on them can be made. Qur stocks
of such. things become therefore the objects of our choice. We
strive to use them with some care and attention. Such goods
are called economic goods, being the goods which have value
and therefore must be economized. As we have already seen,
a certain thing may be a free good at one time because of its
abundance and at another time it may be an economic good
because of its scareity.

§ 3. Harmful objects. Beyond the boundary of economic
goods and of free goods there lies an anti-economic environ-
ment, the harmful: destructive lightning, floods, poisons, ver-
min, pests of locusts, disease-breeding swamps, wild beasts,
human enemies, and many other ills of earth., While some
water continues to be ‘‘a good,”” other water may be ‘‘an ill,”’
flooding one’s cellar, or soaking one’s clothes on a cold day, or
breaking through the walls of a mountain reservoir and carry-
ing death and destruction in its path. Pure air may come as
a tornado, fire may destroy our dwelling, growing woods may
cover the fields needed for tillage, iron may crush the foot or
cut the hand. And so, anything may become harmful, while
in turn the ‘‘harmful’’ may become useful. Poison helps rid
the house of vermin, disease germs may be made to serve as
antitoxins, noxious weeds may, by the discovery of some new
process, be worked into useful forms, tho they may still
continue to be harmful in many a farmer’s field.

§4. Value and true welfare. It will be noticed that the
things that are valued, the things that we call economic goods,
are things that have a relation to the choices or desires of
men., It must not be thought, however, that they are of
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necessity conducive to real welfare, either generally or per-
manently, as the term ‘‘good”’ might seem to imply. In many
cases they may be so, but what shall we say of the pistol which
the highwayman points at his victim, or of the poison with
which the lunatie kills his friend, or of the opium for which
the miserable victim would give his birthright, or of the whisky
which is ruining the happiness of the drinker and of his fam-
ily? For the individual these things, being the objects of
choice and desire, have value, and the term ‘‘economic goods’’
has been extended to cover things of this sort. The econo-
mist, however, must not overlook the injurious results of such
uses, and in his final judgments on economic welfare must en-
deavor to see a larger good than that of the moment and of the
individual desire.

The term w#ility properly expresses the idea of this fitness
(a quality) of things to conduce to real welfare quite apart
from the subject’s knowledge at the time of his choice.
This is in accord with usage as well in biology (for example,
in discussing the utility of certain organs) as in the moral
sciences (for example, in studying the utility of certain in-
stitutions). We should beware of the very frequent confu-
sion of the terms value and utility, and throughout we shall
connect the idea of value with choice and not with utility.
Later, in considering the more lasting effects that wealth has,
either upon the individual or upon society, utility has its
place.

§ 5. Gratification of desire. We have already seen that
there is in our desires for things an impulsive or an instinetive
element, But with our growth through childhood into ma-
turity, experience accumulates, and our choices among things
and our desires for things come to have in them elements of
memory, calculation, imagination, and reason. We desire an
article of food partially because we have already tasted it and
imagination recalls the sensation which it gave us. We desire
a plow because our reasoning powers tell us that the plow will
assist us in growing the erop which is to serve as food. So as
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we develop intellectually it comes about that judgment domi-
nates our desires to a very considerable degree. Now if we
have a desire for a thing, and succeed in securing it, a change
takes place in our desire. This change we call gratification.
(Or if the desire is completely met, we speak of the change as
the satisfaction of the desire.) It is the sensation (feeling)
which accompanies the getting of the thing desired.!

§ 6. The idea of income. Desire is a mental reaching out
for things. The fulfilment of desire involves the securing of
the objects of desire, and this brings us to the idea of tncome.
We find the term used in a number of different senses. In-
come may consist of certain concrete goods which come in to
a person during a given period—such as bread, butter, meat,
clothing, etc., the quantity of which is expressed in physical
units, such as bushels, pounds, yards, ete. A stream of goods
of this sort is sometimes called *‘real’’ income in contrast with
monetary (or pecuniary) income, which is a certain sum of
money—or its equivalent in credit—received by a person
within the period under consideration. If this terminology
seems to imply that monetary income is less ‘‘real’’ than an
income consisting of food, clothing, ete., the explanation is
that a money income is but a means to an end. It is likely to

1This is the sense in which we should regularly use the term in
relation to valuation. But sometimes the word gratification is used to
denote the pleasure of the senses which accompanies not the mere
getting of the thing, but the using of it after it is secured-—for ex-
ample, the sensation which accompanies the eating of food, the listen-
ing to & musical instrument, or the looking at a picture. The gratifica-
tion of desire at the moment of attaining a good reflects a provisional
adjustment of choice, which is subject to correction by experience. As
far as practice and judgment guide our desires, the ultimate use of a
thing and the semnsations which accompany that use, may be deemed
to be the explanation of the desire. This does not mean that our pro-
cesses of valuation are a cold calculation of the sensual gratifications
to be obtained from goods. But it does mean that the anticipated use
of a thing enters into our desire for it. And it means also that judg-
ment, foresight, and calculation play their part along with instinet and
impulse in our desires and our evaluations.
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be used to purchage all sorts of concrete goods—such as food
and clothing—which are the real objects of desire. However,
in the commercial world, and in ordinary life, we are very
much in the habit of expressing income as a sum of money
aceruing within a period. This is perhaps the sense in which
the term is most frequently used.

§ 7. Psychic income. A closer consideration, however,
discloses the fact that there are many desirable results which
cannot be included either under ‘‘real’’ or under ‘‘monetary’’
income. Many choices made by men are not directed to se-
curing material objects. The term real income can hardly be
strained to include the services of the hired laborer, the man’s
own direct services to himself, the valued social esteem which
leads one to take a lower salary for harder work, ete. It is
difficult to estimate such things in monetary terms or in terms
of other concrete goods, and often the attempt to do so is not
made. For we are dealing here with things which are in the
realm of feeling. We may call them psychic income, and we
may define the term psychic income as desirable results pro-
duced in the realm of feeling by valuable objects or by valu-
able changes in the environment which acerue to or affect an
economic subject within a given period.

‘We have here reached something fundamental in our analy-
sis. It is not merely that many items of income take this
form and this form only—not being embodied in any tangible
shape. But concrete, tangible objects (monetary or non-mone-
tary), are regarded as income, as something desirable, just be-
cause their ultimate effect is to bring about such changes in
the realm of feeling as we are now discussing. The food that
we eat banishes the sensation of hunger. Clothing protects us
from the cold, gives the feeling of being well-dressed, ete.
The musical instrument creates, through our nerves of hearing,
the pleasurable feelings of harmony. The beautiful picture,
the automobile, the pleasure yacht—all the many kinds of
concrete goods which man desires—are objects of desire to
him because of their capacity to affect the sensory system,
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and, through that, his mental life. It is clear, therefore, that
any adequate enumeration of the group of things which we
call income must take careful account of these psychic ele-
ments. The estimate of a man’s inecome merely in dollars may
leave out items which are of the greatest significance to him.
A man will work for a certain salary in an occupation that
he enjoys who might refuse several times the amount in a less
enjoyable or actually disagreeable line of work. A family
may choose to live in a small house in a particular neighbor-
hood, rather than in a larger house with greater physical com-
forts in a less attractive neighborhood. A girl who can live
at home may accept what would otherwise be an inadequate
wage—an income which would not support her if she lived
elsewhere.

§ 8. Motivating force of psychic income. It may be seen
that (anticipated) fotal psychic income is what motivates our
economic activity-—at least as far as this activity is determined
by conscious purpose. There are men holding public office to
whom the salary received is an insignificant consideration.
They are paid largely in publie esteem, or in their own con-
sciousness of duty well performed. And in as far as men
work for material rewards—money or goods—their ultimate
ends are not material. They are in the realm of the psychic.
Except to the miser, money is not an end in itself (if it is even
in that case). Nor are stocks and bonds, or real estate, or
even clothing and food, ends in themselves. Man’s psychie
life is the thing which is of ultimate concern to him, and ail
these things appeal to him because of their relation to that
complex of sensations and feelings of which his psychic life is
composed.

§9. The personal equation in psychic income. The mag-
nitude of the stream of psychic income depends in large meas-
ure on the natural temperament, on acquired habits of life
and thought, and on the state of health of the individual. One
person gets delight from small things; another is miserable
in the midst of luxury. In 1913 the richest man and wife in
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Switzerland committed suicide together because they felt that
they had nothing to live for; whereas the mass of the hard-
working Swiss with their scanty material incomes, are as joy-
ous and contented as any people in the world. Nothing can
equalize these subjective differences between individuals, but
each individual, in his choice, compares things with reference
to their psychic income-value to himself; he does not judge
them merely by their physical or by their pecuniary measure-
ments. But when in moralizing strain, we say that the source
of happiness is within oneself, we speak within limits. For
the most joyous and optimistic of persons must have some of
“‘this world’s goods’’ or life itself becomes impossible.

§10. Desire-streams and income-streams. It is not
enough, however, that we should have a supply of goods at a
given time; we need an ‘‘income stream.’” Qur desires are
nearly all recurrent. Hunger, tho fully satisfied, returns
again. One circus does not last the boy a lifetime. New
clothing quickly becomes old. We weather one storm only to
feel an equal need of shelter from the next. To meet this
series of desires and wants we require a pretty regular flow
of goods and services.

‘We may liken man’s life to a journey in which the supplies
of food and of other goods are got at the daily stations. If
any one of these supplies fails, the traveler suffers the pangs
of hunger, and if two or three supplies are at one point, they
do not serve his needs so well as if distributed along the way.
This almost unbroken inflow of certain kinds of goods is a
necessity of existence. The savage dimly understands this
need. Even the birds and the beasts adjust their lives to it
by toil and by travel. The spring and autumn migrations to
new feeding grounds are the attempts of the bird to secure
this income. The ant, the bee, and the squirrel anticipate,
and work to fill their storehouses against the days of need.
Man. has to take thought to provide the much more eomplex
series of goods upon which his desires are directed.

§11. Goods of direct, present use. These goods are of
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many kinds, but we may give our first attention to the goods
of present, direct use to secure psychic income. Such is food
to the primitive man, a skin to wear over his shoulders, a club
to defend himself against his enemies. Such, to-day, is the
cup of coffee on the table, the fire on the hearth, the furniture,
the house, the land used for playground, tennis court, park,
the clothing we wear, and countless other objects in daily use.
Thus in every case that a desire is gratified, whether of child
or of man, of poor or of rich, the relationship may be traced
between psychie income and goods of direct use. Warmth is
to be had by the use of clothing, shelter, and fire; light is
given by the candle, the lamp, and the electrie light. All
around men are things just ready to serve the final use of
yielding enjoyment, or just on the point of ‘‘ripening’’ or be-
coming fitted to serve this end. These goods of present, di-
rect use are the first and almost the only concern of the ani-
mal, of the child, or of the savage. To man in developed eco-
nomic conditions these goods are still the immediate objective
conditions to the creation of his psychic income.

§12. Directness of use defined. Directness of use is that
quality a good has of yielding to its possessor its ultimate eco-
nomic use (psychie income) without the physical intervention
of any other agent (between itself and the user). Examples
of goods having direct uses are food ready to eat, fuel to give
warmth to the body, the candle to give light, a beautiful pic-
ture, a riding horse, clothing, ornaments, furniture, dwelling
houses, general services of all kinds, such as the musician’s
song, the services of actor, teacher, lecturer, preacher, physi-
cian. When these uses and services produce psychic income
directly (without the aid of any intervening agent), they are
direct uses.?

2 The directness here considered must not be confused with immediate-
ness in time. Directness here refers to the number of steps or processes
that separate the good from the final use to the ownmer. It is the
quality which an object has when it gives the sensual stimulus which
results in psychic income. Time-value is the special subject of Part IV.



CHAPTER 4
PRINCIPLES OF EVALUATION

§ L. Quality, a reflection of desire. § 2. Substitution of goods. § 3.
The principle of substitution. §4. Substitution of like and of unlike
goods. § 5. Complementary goods. § 6. Changes of desires and of valu-
ations. § 7. Effect of repeated stimuli on our feelings. § 8. Different
quantities and corresponding desires. § 9. Stock of homogeneous units:
principle of indifference. § 10. Diagram of marginal valuation. §11.
The paradox of value.

§ 1. Quality, a reflection of desire. Qur task now is to
explain—in the case of present, directly enjoyable goods—the
elementary principles of valuation. We have already seen
that things have inherent physical and chemical qualities
which are quite beyond the power of man to change. We can '
go further than this and say that no two objects are exactly
alike. Each object is in an extremely literal sense a
“unique.’”” ‘‘Alike as two peas’’ means merely so near to
likeness that the eye cannot detect the difference. The dif-
ferences are minute, and for many practical purposes quite
negligible. It is such a degree of likeness for practical pur-
poses which we have in mind when we speak of a ‘‘grade’’ of
goods, and (somewhat inconsistently) of ‘‘like’’ goods having
different qualities. Thus all apples may be spoken of as being
““like’’ goods. They are alike botanically; they are also alike
to a degree in the uses to which they are put. There are,
nevertheless, different varieties of apples, and the apples of a
given variety may always be ‘‘graded’’—according to size, or
to color, or to degree of perfection-—when the grower uses
them himself or prepares them for the market. These differ-
ences are inherent in the apples themselves. When, however,

we speak of apples of ‘‘good quality’ or ‘‘bad quality,”” we
31
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mean simply that we desire the so-called good ones more than
the so-called bad ones. As between two apples, the one which
we desire the more is spoken of as of ‘‘good’’ or ‘‘superior”’
quality. But plainly the goodness or the superiority lies in
the relation to our desires. So that quality is partly a matter
of inherent differences, and partly a reflection of our desires.
Thus if (in Fig. 3) 1, 2, 3, and 4 are apples which are prac-
tically alike except in one particular—sweetness, for example

Vaive

F1d. 3. GRADES OF (G00DS AND CORRESPONDING VALUES.

The shading of the circles indicates differences in physical qualitier
of objects, as in color, in sweetness, etc. Corresponding with these dif-
ferences the values, represented by the columns, range from high to
low. If the tops of these columns be connected by a line, its distance
above the base line indicates the valuation of each in terms of any one
of the others.

—and if we have a preference for sweet apples we are likely
to rank them as to value according to their sweetness.

§ 2. Substitution of goods. If now we have an abundance
of apples of the greatest sweetness or best flavor, those of in-
ferior quality will make little appeal to our desires. The best
apples have a high value; the poorest have little or none. Be-
cause of their abundance, or the abundance of the better
grades, the apples of inferior quality may even be free goods,
lacking in value because not in the smallest degree the objects
of desire. If, on the other hand, apples of the finest flavor
are few in number, those of the next best grade will become
objects of desire, and will therefore have a value for us. We
come in this way to attach different values to the different
grades. This act of resorting to objects of inferior- quality
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because of the scarcity of the better grades, is substitution
of goods. 1t is but the objective aspect of the shifting in our
desires. It is a simple matter, but it has its bearing on the
general problem of value. The thing that is fundamental in
the valuation of different grades of things is the connection be-
tween these various grades and the desires of men.

In some years, when the difference in quality between the
grades of apples is marked and there is a large crop of the
best grade, the small, knotty apples are free goods in the or-
chards, and are allowed to rot on the ground. In other years,
when good apples are scarce, the poorer grades are gathered
and are sold at good prices. But if there is an abrupt differ-
ence in quality between two grades, the value of the better
grade may rise considerably before there is any use made of
the poorer. The slighter the difference in quality the more
quickly appears the effect of the presence of the lower grades
in limiting the increase of value of the higher grades.

§ 3. The principle of substitution, Substitution of goods
in the simplest case oceurs where an individual is distributing
two or more goods or kinds of goods to different uses. His
object is to gratify his desires to the maximum, by economiz-
ing the more valuable goods and making the less valuable
goods serve some of the same purposes. This may be ex-
pressed as a general principle of substitution as follows: goods
of kinds and of grades the most valuable are applied to the
more urgent uses they are capable of meeting, and less valu-
able goods are brought in to take their place (substituted) up
to the point where the value of each use and the value of the
good applied to it are equal.

No grade can be said to be the cause of the value of the
others. There is an independent reason for the attaching of
value to each grade of goods. Each grade would have value
if there were none of the other. But they mutually affect
each other’s value when they exist side by side. The value
of each ig lessened by the presence of the other. And thus
two or many grades constitute for many purposes a single
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group of goods which shade gradually into each other by the
shifting of choice.

§ 4. Substitution of like and of unlike goods. The cases
of substitution most easily called to mind are between goods
very nearly alike in physieal nature and used for the same
general purpose: cotton and wool for clothing; fish and ven-
ison, or peaches and pears, for food; candles and petroleum
for light; stone, brick, and wood for house building; horses,
mules, and oxen for hauling. But cases may be found which
range in almost unbroken series in either direction—towards
the substitution of practically like goods on the one hand and
towards the substitution of most unlike goods on the other.
One may go without overshoes to get books, without candy
to go to the theater, without adequate food to get an educa-
tion.

§5. Complementary goods, Some goods, however, in-
stead of being substitutes have a complementary relation to
each other, Two or more kinds of economic goods are said
to be complementary when either one, instead of taking the
place of the other, enhances its desirability. The one comple-
ments (fills out, completes) the other. Cases oceur where the
one good is entirely useless without the other, as the two
gloves of a pair, a gun without powder, fuel without flame to
light it, ete. In another class of cases the one is still of some
value, but of less value, without the other, as salt in the food,
one of a finely matched pair of horses, etc. In one way or
another and at various times, a great many most unlike goods
may become linked together in choice by this complementary
quality. This gives rise to interesting, sometimes puzzling,
problems of valuation. A group of complementary goods is
valued as a whole; but if one part is missing the rest may be
worth nothing, and a part may for the moment be worth as
much as the whole. If a good in one of its possible uses is
highly complementary, perhaps indispensable to another good,
it will be valued for that use, and a substitute found in other
uses, Economies is full of problems of complementary goods.
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Some of these oceur in the use of enjoyable goods, and still
more occur in production by means of complementary agents,
the consideration of which must be postponed till later in our
study.

§ 6. Changes of desires and of valuations. Choice is con-
stantly being affected by changes within men (subjective) as
well as by changes in the objective conditions. Desire is con-
stantly shifting; different kinds of goods are at every moment
being revalued according to the new conditions. The use of
one unit of a good causes the valuation of the remaining por-
tions to drop down the scale for the next moment. When we
rise in the morning, we desire breakfast; the breakfast eaten,
another breakfast does not appeal to us. Our tasks dene, we
take a boat ride or go golfing; then, appetite returning, we
are tempted to our dinner. And thus from hour to hour de-
sires are gratified, are altered, and are shifted, until, wearied
with the day’s labors and pastimes, we go to rest. No impres-
sion on the nerves or on the senses is lasting. The ‘‘con-
sciousness’’ is not a state; it is a ceaseless process. Man’s
senses were evolved for the purpose of bringing him into rela-
tion with the outer world, of enabling him to survive in his
struggle with the forces of nature. When a choice oceurs, the
corresponding desire falls for that particular moment, it may
be even to zero. To keep desires satisfied is impossible. De-
sires recur for the same reason that they first arose. If they
did not there would be no motive for action, We can not do
next week’s reading or next week’s eating now. The best re-
sults in reading or eating come from taking the right amount
day by day. In a well-ordered life, in an advanced, economic
society, the means for gratifying desires as they arise are pro-
vided in advance. The changing series of desires is met by a
changing series of goods. Life has been defined as a constant
adjustment of inner relations to outer conditions. Economic
life is therefore like physical life, a constant adjustment; and
this adjustment of goods but reflects the shifting and adjust-
ment of feelings.
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§ 7. Effect of repeated stimuli. It is in the very nature
of man and his nervous organization that any stimulus to the
nerves, however pleasant for a time, becomes painful when
long continued or increased unduly. The trumpet too distant
at first for the ear to distinguish its notes, may swell to pleas-
ing tones as it approaches, until at length its volume and its
din may become absolutely painful. A man coming in from
the winter storm and holding out his hands before the fire
enjoys the warmth intensely; a few minutes later the same
heat becomes unpleasant. In winter we wish for a moderation
of the temperature; on the sultry days of summer we think
of a cool breeze as the most to be desired of all things.
‘Whether the temperature rises or falls, there is a point beyond
which the change no longer adds to our comfort but begins
to detract from it. A man, however hungry at first, may be
made miserable if forced to eat beyond his capacity. The
first sup of cool water is delicious to a thirsty man; a second
and third glass, but not more, may still be grateful. Forcing
one to take an excessive amount of water is one of the cruelest
of tortures (sometimes called the ‘‘water cure’’). Of every
economic object it may be said, ‘‘One may have too much of
a good thing.”” The statement of this relativity of desires
and successive gratification, is called the principle of diminish-
ing gratification.t

§ 8. Different quantities and corresponding desires. It
has already been made clear that the scarcity or abundance
of a good has its effect upon our desire for that good. We
can make use of more or less of it, but not of an infinite
amount. If a very small quantity is available, we may use
that quantity and still feel a fairly intense desire for more.
If the quantity available is large, our consumption may be in-
creased, but a desire (less intense) for more may still remain.
A limit will be found somewhere, however, to the use that we
can make of the good, and if this limit is reached—if the quan-
tity available is so great that absolutely all our desires for it

1 See note on the Weber-Fechner law, at end of chapter.
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are satisfied—the value of the good will fall to zero for the
reason that desire has completely ceased. Clearly the in-
tensity of desire changes—and changes inversely—with the
quantity of the goods available. If now we may be allowed
the latitude of speaking of these various intensities of desire
as different desires, we may say that there is a series of de-
sires capable of being gratified by various quantities of the
good in question. A small amount will gratify the greatest or
most intense desire, an additional amount of the good will meet
the desire which comes next in intensity, and so on until
finally we reach the point where, with the whole series of de-
sires already met, an additional amount finds desire completely
lacking and value therefore at the zero point.

§9. Stock of homogeneous units; principle of indiffer-
ence. If now we consider a quantity (stock) of the good
which is capable of gratifying a part, but a
not all, of our desires, it is plain that a 4
value will attach to the good. If it is ‘
a stock made up of homogeneous or iden-
tical units, there is no reason for pre-
ferring any particular unit to any
other.

True, in advance of using the goods, t 234568

. Units of Goods
we say that some of the desires are more .. 4 Tur priverruz
intense than the others, But when we  ©F INDIFFERENCE.™
begin to use a stock of homogeneous units this difference must
disappear. For we will begin by applying the goods first to
the more intense desires, and as we have just seen, this re-

Valuation Scdle

*To show this graphically, let the units of goods be plotted on the
bage line. If but one were present its desirability measured on the per-
pendicular (valuation scale) or parallel with it, is indicated at the
height d; if there were a second unit its desirability would be indicated
by e; and so on until with six units the value of the sixth would be e.
But if the units are perfectly interchangeable, the value of every unit
would now be the same as that of the last, and is measured by the height
of the straight line be above the base line, and not by the height of the
curve ac.
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duces their intensity. We then apply goods to the desire
formerly ranking next in intensity. And so successively, we
apply the goods to the more intense desires remaining, and as
they fall in intensity we take in, one after another, the desires
which at first were less intense, continuing until the whole
stock of goods has been applied. In this way we bring to
equality the values of all the units that are actually used (if
the goods are divided into very small units). We have come
to the limit, or the margin, of the series of desires that this
stock of goods is capable of gratifying, and outside of this
limit may remain various ungratified desires.

The marginal desire (originally the least intense of the de-
sires now gratified) now marks and expresses the actual value
of each of the other units of the stock. This is the marginal
valuation. The stock being made up of homogeneous units,
equally fitted to gratify any one of the series of desires, no
unit can be valued at the moment more than any other unit.
The aspect of valuation here presented is called either the
marginal principle (thinking of the least intenge desire), or the
principle of indifference (thinking of the equal fitness of the
objective units), and may be expressed as follows: each unit
of a person’s stock of like goods which is actually at hand and
equally convenient for use, is of equal value with every other
unit, no matter to what use it is there applied. Of course this
holds only as to the particular time and set of conditions, and
desires may change in the next moment.

§10. Diagram of marginal valuation. This principle of
valuation may be illustrated by the following diagram in which
4| ¥ horizontal distance represents
: ":_m stocks of goods of various

. amounts, and perpendicular
10 distanee represents marginal
P v~ ., Vvaluation or value per unit.
: i \%\H_, Let us assume that in the case
Ll il Ll b i of a stock of ten units the

Number of Units . .
Fio. 5. MARGINAL VALUATION. marginal valuation (value per
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unit) is 36. The value then ascribed to the whole stock will be
360 (represented on the diagram by the rectangle ab). If in-
stead of a stock of ten we consider a stock of fifteen, then since
fifteen units will gratify more desires than ten units, leaving
fewer desires still unsatisfied, the marginal valuation will be
lower—for example 30 instead of 36. In this case the value
of the stock is 450 (rectangle ac). And similarly, for stocks
of various amounts, we get marginal and total valuations as
shown in the following table:

. Marginal valuation in .

Units of . Valuation of
s terms of anythi

commodity elge taken as a?, staﬁard Whole amount

10 36 360

15 30 450

20 25 500

30 19 570

40 15 600

50 10 500

60 5 300

The first thing of significance in the diagram is that the
marginal valuation, or value per unit, is large in the case of
a small stock, and small in the case of a large stock, And this
means simply that when we have a small supply of a com-
modity we set a high value (per unit) upon it; when we have
a large supply its value per unit to us is small. This, of
course, is a familiar fact of daily experience.?

§11. The paradox of value. One thing more may be
pointed out by way of further study of the diagram. Cor-
responding with any given stock—for example a stock of ten
units—there is a rectangle (Fig. 5, ab) which represents
graphically the total value of the stock—that is, the product

21t is evident that the various parts of a stock of goods can be
valued on the marginal principle only when it is possible to choose
among the various units and to apply them to various uses in such
proportions as one will. If another person controls the whole stock
and compels us to choose “all or none” we may be forced to value
the whole stock according to our more intense desires. This is a fact
of great importance in some practical problems, such as those of
monopoly.
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of the value per unit by the number of units. In the case of
a very small stock this rectangle will be very small. On the
other hand, in the case of a very large stock, since the value
per unit is small and may even reach zero, the rectangle will
also be very small, reaching zero, as we have already seen,
in the case of free goods. Somewhere in between these two
extremes, of course, there will be a maximum rectangle (Fig.
5, af), a stock the total value of which is greater than that
of either a larger or a smaller stock. This fact (brought out
also in the third column of the table) that after a certain
point an increase of the total stock will result in a decrease
of the total value, has been called the ‘‘paradox of value.”’
Cases have been known of the partial destruection of a stock
of goods by its owners as the result of their calculation that
the remainder would actually sell on the market for more than
could be secured for the whole original supply.

Norte

The Weber-Fechner Law. In part the effects of repeated stimuli are
probably explained by a law of psychology. It is that geometrie
increase of the stimuli acting on any of the senses is required to produce
an arithmetic increase of sensation. It holds R 8
“approximately and within a certain middle re-
gion of the intensive scale for intensities of
noise and tone, of pressure, of various kines-
thetic complexes (lifted weights, movements of
the arms, movements of the eyes), and of smell.””
“There is some little evidence that affection
on the intensive side obeys Weber's law.”
(Titchener, “A Text book of Psychology,” 1911,
pp. 218, 259.)

The points on the curve R, to R, indicate
the total stimuli (measured on the ordinate
by scale shown at right) required to produce
a given degree of sensation, shown by abscissas |
measured on line 8 to S,. While the stimuli : :
increage in geometric ratio (1, 2, 4, 8) the sen- §, 3 S, 55 §
sations increase in an arithmetic ratio (1, 2, Fis, 6. Tag WEBER
3, 4.) The relative quantity of sensation per . FrcENER Law.

R

e
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unit of stimulus is represented by the height of a, b, ¢, d respec-
tively above the base line. The second R produces sensation equal
to the first, the third and fourth R (average) produce %}, as much
sensation, the 5th to 8th R (average) produce 1 as much. The
curve a-d corresponds with the observed trend of decreasing valua-
tion in many cases. 1t is clear, however, that valuation does not al-
ways (perhaps not usually) rise and fall in curves exactly parallel with
sensation; for example, a first and a second unit of R might (if there
were no more) be neither pleasurable nor valuable; a third and fourth
might raise the total sensation to a degree where it was desirable and
valuable; and not until the fifth or some latter unit would an addi-
tional unit of R add a smaller proportional value. The correspondence
between decreasing sensation and decreasing valuation is thus found
only at certain middle regions of the acale.



CHAPTER 5
TRADE BY BARTER

§ 1. Advantage of trade. §2. Barter. §3. Some trading terms de-
fined. §4. The problem of price in simple barter. §5. Demand. §86.
Supply. §7. Limits of advantage in isolated barter.

§ 1. Advantage of trade.! Whenever two persons having
valuable goods meet, there is a chance that their valuations of
goods at that time will not be the same. One person may
have more food than he needs at the time but be lacking in
clothing. If each gives to the other some of the good which
to him has smaller value, and receives some of the other good,
in an amount which to him is more valuable, each of the two
parties will be the gainer. This mutual giving is trade.
Trade increases the range of choice open to men, Each good
that can be traded takes on a new importance, that of pro-
curing other things in trade. In addition to its own power to

1 Definition of trade. Of several meanings that the word trade has
had, two are still usual: (1) a regular occupation, more especially a
handicraft, as the carpenter’s trade, to learn a trade, used thus in
reference to labor problems, the trade union, etc.; (2) an exchange of
goods. In the latter sense it may have a general meaning, (a) an
exchange of goods whether made by the use of money, or otherwise,
when there are several traders present or only two; or (b) exchange
between two traders, without the use of money. Usually it has this
meaning in such expressions as “a horse trade,” a “knife trade,” ete.
Used verbally, to trade has as synonyms: (a) to exchange, to traffic, and
(b) to barter, to truck, to swap, or swop, used colloquially in England
and Secotland as well ag in the United States. We shall use “trade”
in the broader sense (2a) of exchange by whatever meang, and shall
employ the word barter in the special sense (2b) of trade without
the use of money, while we may call cash trading, or monetary buying
and selling, the case of trade where money is used.

42
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gratify a desire, it gains a representative quality and appeals
to desires with the power of all the other objects for which it
can be traded. It draws its value from two or more sources,
one source being its own direet uses, the other sources being
the uses of each thing for which it may be traded. This led
men to speak of value-in-use and value-in-exchange. But it
must not be thought that an object has to any one person two
values at once; for as each good had before but one value at
a time to any one person tho it had many uses, so when
it gets the trading use, it continues to have but one value at
a time, as determined at the margin of least urgent desire.?

Readiness to trade shows a man’s desire to redistribute
his goods in accordance with the principle of substitution.
He virtually says: ‘‘Part of what I have I am ready to give
for part of what you have.”” The relative strength of his de-
sire for the other good is expressed in part by the amount of
his offer. 'When he makes this comparison and this offer, he
enters into the social, economic relation of trade with his
fellows.

§2. Barter, Trade without the use of money or even the
form of the money-expression, is rarely seen by the city boy
to-day. Yet it has played a great part in economic history.
In early societies the differing natural products of different
localities were the most usual objects of trade. Salt, so es-
sential to life, is on the whole plentiful, but it is found in
comparatively few places, in rare springs, and in the salt seas,
and was eagerly brought from great distances. Copper, when
it took the place of stone as the material for weapons of de-
fense or of the chase, was sought far and wide. Rare shells,
feathers, jewels, and the precious metals appealed in early
times to a universal desire for ornament. Products like these
were in early times the objects of a rude sort of trade, which
took the form of gift-making or of barter, accompanied by
much higgling, in the simple efforts to adjust possessions better
to desires. In the Middle Ages, outside the cities, which were

2 See ch. 4, sec. 9.
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very small compared with those of to-day, almost universally
a ‘‘barter economy’’ prevailed or, as it has been called, a ‘‘nat-
ural economy’’ (a term taken from the German ‘‘Naturalien,’’
which means natural products, enjoyable things, as opposed
to money). Natural economy, therefore, means that condi-
tion of society in which things are exchanged ‘‘in kind.”” In
the Middle Ages land was the chief form of wealth. Even
princes were dependent on the products of land for their in-
comes. The peasants were ‘‘paid’’ (as we think of it) for
their work by the grant of the use of land. The income of
the landlords was in the form of ‘‘Naturalien’’ (wheat,
chickens, eggs, ete., as well as labor), the kind and amount of
which were fixed by eontract or by immemorial usage. The
use of money has greatly changed these conditions in Europe
and America, but barter still is used in outlying distriets, and
in backward countries. It occurs more frequently than one
is likely to think, in trade between savages and civilized
traders, in rural districts, on the school grounds, between
neighbors in horse trades and house trades, in multitudes of
trades made by the help of want advertisements, and in many
other cases.

The extent of the use of barter to-day does not, however,
measure the importance to the economic student of under-
standing it. The true measure is the fact that without com-
prehending the process of barter it is impossible to comprehend
much beyond the superficial aspects of developed markets and
prices. The zoblogist studies the simpler forms of life, uni-
cellular or little organized, as the best way to understand the
higher organisms; so we must analyze the simplest forms of
trade as a means to the comprehension of the most complex.
Barter contains within it the elements from which develop all
the forms of commerce,

§3. Some trading terms defined. Buyer and seller are
the two parties to the transaction, the two traders; the buyer
being the one acquiring a good not in his possession, the seller
the one giving up the possession of that good in return for
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something else. Either of the goods may be taken as the point
of departure in thought, and either party to the trade may be
then looked upon as buyer or as seller.

Price is the good given by a buyer in a trade. In barter
either good may be looked upon as the price of the other. At
present one of the two goods is most often money of some par-
ticular kind expressly mentioned, or clearly implied. When
money is used in a trade, its quantity is looked upon as the
price, and the other good is looked upon as sold for, and bought
with money. Price may be per piece of a conventional
size, as per quart, bushel, yard, pound, or for the entire group
of objects or amount bought, as the price of a farm, of an
entire stock of goods, ete., as is likewise usually shown by the
context. The other good, that for which a price is paid, may
be called the sale-good.

§ 4. The problem of price, Few words are more often on
the lips to-day than price. If the price of a thing is high, the
thing is dear; if price is low, it is cheap. What makes things
cheap or dear? That question puts the price problem. It is
a matter of every-day observation that when things are more
plentiful than usual they are pretty sure to be cheaper; when
they are scarcer than usual they probably will be dearer.
Hens lay few eggs in the winter, but many in the spring.
Apples are few on the trees and of poor quality one year, and
plentiful the next. Rains are late and inadequate, and the
crop of cotton in the South, or of corn in the Middle West, or
of hay in the Northeast of the United States is small, and as
quantity is small prices are high. Every one knows in this
general way about prices and the reasons why prices change.
Some men of business become astonishingly skilled in follow-
ing and anticipating the changes in price of the particular
goods in which they deal. But the purpose of the student of
economics is not to learn the conditions that influence the
prices of particular goods except as they may serve as exam-
ples, but rather it is to understand the general nature of all
price movements and the principles determining all prices.
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The thoro pursuit of this purpose is a large part of the
task of economic study.

§5. Demand. The phrase demand and supply is very fre-
quently used as an explanation of economic problems, with-
out any clear conception of the meaning of the words. Let us
examine the meaning and the difficulties of the phrase.

Demand conveys the idea partly of the intensity of the de-
sire of a trader for a certain good, partly of his having some-
thing (a certain amount) which he is willing to give for it,
and partly of the amount of goods which he desires to buy at
the price. Thus we may define: demand is a certain quan-
tity of goods desired at a certain price, united with the
power to give the amount of the price in trade for it. Real
demand refers to actual trade, for demand is effective only if
desire is backed by the price needed to induce the other party
to trade. It is convenient, however, to speak of potential de-
mand as the amount which buyers would be ready to take at
some specified price.

The hungry boy looking longingly at the sweetmeats in the
confectioner’s window, represents mere desire; not until the
kind-hearted gentleman gives him a nickel does he represent
demand for sweetmeats, and then only in case the sweets are
the nickel’s worth that he most desires, and not then unless the
confectioner is willing to part with the coveted article for a
nickel. Demand is actual, desire for a sale-good is effective,
only in reference to a certain price, the quantity of the goods
which the seller will take for it. We may speak of the in-
tensity of desire, but should say rather the extent (or amount,
the number of units) of demand.

§ 6. Supply. Supply is the correlative of demand in the
phrase, demand and supply; it is the amount of sale-goods
which sellers are actually ready to trade at a given price.
Supply implies the existence of desire as surely as does de-
mand. Indeed, supply may be defined as desire for a certain
quantity of price-goods, at a certain ratio of exchange, united
with the power to give sale-goods for them. Supply should
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not be confused with the stock in possession. The two may
differ greatly, for at a given price a person may choose to
offer for trade little or none at all of a good, even tho he
hag a considerable stock of it on hand. Demand and supply
vary as the price changes, but in opposite directions. Demand
varies inversely with price (rises as price falls), and supply
varies directly with price (rises as price rises).

§ 7. Limits of advantage in isolated barter. In barter
the trade can take place only within certain limits of price per-
mitting each party to gain somewhat by the choice. The num-
ber of units of sale-goods compared with those of the price
(each in some specific unit, as pound, yard, gallon, ete.), ex-
presses the ratio of trade (or ratio-of-exchange). When two
farmers ‘‘trade even,’’ a horse for a cow, either the horse or
the cow may be looked upon as the price of the other good, and
the ratio of exchange is 1 to 1. But the fact that in trade
one thing is equal to the other does not mean that in either
trader’s opinion the values of the two things are equal. In-
deed the very motive of the trade to each party is that he
may get what is to him a more valuable for a less valuable
object. To even up a trade something may be given ‘‘to
boot’” and one thing be traded for a group of things, as a
gun for a boat and a set of fishing tackle, or one rabbit for a
lot of 25 fish.* It must nearly always be the case that there
are several ratios of exchange at which a trader has more or
less of a motive to trade.

‘Where there are only two (or a small number of) traders
there is a considerable range for bargaining, or higgling. For
example, the owner of the rabbit might be willing to take 20
fish rather than not to trade, and the owner of the fish might
rather give 30 fish than go without the rabbit. It is not at
all certain that in such a case the trade will be at a ratio
arithmetically midway between the extremes. Higgling is il-
lustrated by the old-time American horse trade, in which so

2Root means amends, compensation, from the same root as better,
best. thus to make good, to even up a trade.
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much depends on ‘‘bluff’’; in such cases it is as important to
be able to judge character as to judge horses, for the bar-
gain will be concluded at a ratio of price to sale-good which
exactly balances the hope of gain and fear of loss by one of
the parties. This same margin for biggling appears in most
exchanges between two somewhat isolated traders, even in
highly developed business.

The effect that duplicate and additional units of a good have
on valuation (principle of diminishing gratification) is the
most frequent cause of barter. The owner, in accordance with
the principle of substitution, seeks to trade some of his stock
of a good (those units which correspond to less intense, direct
uses) for goods which he lacks entirely or values more highly.
A hunter with a large pack will be glad to trade a part of his
furs for a part of the farmer’s grain and fruit. IHe thus
gives up the satisfaction of his marginal, less intense desires for
furs to gratify his more intense desires for grain and fruit.
But (having meat to eat) he would not, at any price, trade for
food all the furs he has. Thus, when goods are turned to their
trade-uses, new levels of actual valuations for each of the two
kinds of goods result in place of those existing before the
trade.

It should be clear from this chapter that any true trade
must be mutual and voluntary, It thus differs from gift-
making, stealing, extortion, taxation, ete. True trade is of
mutual advantage to the parties, at least is believed to be
so at the moment. It is this which makes trade rational. It
is a mode of substituting more desirable for less desirable
goods.

A popular idea very diffieult to uproot is that if one party
to a trade gains the other must lose, This idea was generally
held in ancient times and in the Middle Ages, and seems to
have been connected with the notion that value is something
fixed in a good and unchangeable. This seems to have been
one reason for the poor opinion held of merchants, tho the
frequency of fraud in trade with strangers strengthened this
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opinion., But if goods having a small value may be given a
higher value by being traded, trade and the work of merchants,
peddlers, and carriers of all sorts, may be a value-increasing

process.



CHAPTER 6
MONEY AND MARKETS

§ 1. Money and evaluation. §2. Origin of money. § 3. The use of
money and money-prices. §4. The standard price unit. §5. Repre-
sentative quality of money. §6. The sale at auction. §7. Bids in
relation to valuations. § 8. Effect of multiplicate units of supply. § 9.
Successive price levels through uncertainty. § 10. Auctions with regerve
valuations. § 11. Origin of markets. § 12. Transportation and the ex-
tent of markets. §13. Communication and markets. § 14. One price
in a market. § 15. Imperfect market conditions.

§1. Money and evaluation. In the last chapter it was
seen why a process of delicate price fixing can not go on in a
state of true barter. The lack of correspondence between the
amounts of the two goods, makes very exact estimates of the
value of goods in barter difficult and often impossible., There-
fore, in the earlier stages of society, no careful estimate of
value is made by the individual. Children do not make it.
The typical trade of the small boy is a ‘‘trade even’’; Johnny
exchanges his gingerbread for Jimmie’s jack-knife. It marks
an epoch in the industrial development of the boy when he
begins to keep store with pins, and no longer trades candy for
apples, but both for pins, which have become the means of
trade in his boy world. He then ecan express values in much
more exact terms. In our society most children begin early
to grow familiar with this conception of some thing used
as a means of trading other goods; but travelers find some
savage tribes still in the earlier childish stage of development,
unable to grasp the thought, or understand the use, of money.
When through lack of money there is a failure to adjust val-
uation, there is a loss of the possible advantage in each trade.
There is a further waste of time and of effort to find something

50
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that will be accepted in barter, and the loss offsets a large
part of the gain even when the barter is effected.

§ 2. Origin of money. These difficulties are met by the use
of money. Some kind of good in general use comes to be ac-
cepted as a medium of trade. Money is simply one kind of
wealth which is taken, not for itself, but to pass along. Each
person takes it in the belief that it will enable him to distribute
his purchasing power in a more effective way. Money was
not an invention, as are some mechanical devices, suddenly
hit upon, but it was invented in the sense that the use as
money of this or that object grew into a social custom as its
convenience was tested by practice. Money is used in some
degree everywhere except in the most primitive tribes. His-
torically viewed, the money first used in any community seems
in every ease to have been an object capable of giving im-
mediate enjoyment to its possessor: salt, furs, rare feathers,
bronze for weapouns, silver and gold for ornaments, ete. This
valuable good then gradually comes to be used as money, add-
ing to its value-in-use this quality of value-in-exchange.

§3. The use of money and money-prices. A money-
economy is a social organization, or an economic community,
where money is generally used as the means of payment, in
contrast with a barter-economy where trade is carried on with-
out the use of money. In either case it is a matter of degree,
and actually both methods are found in use in any modern
community in varying proportions. The numerous problems
arising with the use of money in a money-economy make up
an important sub-division of economics, which must in the main
be reserved for later study. Our present purpose, however,
is merely to get in mind a few fundamental ideas regarding
the use of money as a standard of current prices.

Goods had value long before such a thing as money was
known in the world. All the essential features of the valua-
tion process are possible without reference to money. But the
great bulk of the trade of the world is effected through the
instrumentality of money (and credit), and prices are nearly
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always quoted in money terms. So, altho there may be
valuation and even a certain amount of trade (and therefore
prices) without the use of money, it is natural for us to look
for concrete illustrations of trade and of price to the money
transactions which are taking place around us all the time—
the familiar purchase of a good for money. Moreover, while
the explanation of the more complicated problem of market
prices without reference to money is quite possible, it is sim-
plified by having these prices expressed in money terms.

§ 4. The standard price unit. In every civilized country
to-day, some one valuable metal, either gold or silver, is se-
lected as the standard moncy material, and a certain number
of grains of the metal, of a certain degree of fineness, duly
stamped by governmental authority, is the standard coin or
monetary unit. This unit in the United States is called a
dollar, consisting of 23.22 grains of ‘‘fine gold’’ (or 25.8 grains
of ‘‘standard gold’’ nine tenths fine) ; in Great Britain it is
the pound, containing 113.001605 grains of fine gold; in Ger-
many it is the mark, containing 5.5312 grains; and in France
it is the frane, containing 4.4803 grains. The coinage of the
dollar gold piece was discontinued in the United States in
1890, and gold is coined in multiples of a dollar in quarter
and half eagles, eagles ($10.00), and double eagles., Other
pieces of metal and paper, properly stamped, are also ealled
dollars, but the value of each of those is always now maintained
practically equal to the value of the gold dollar? When we
discuss market prices to-day in America in terms of money,
we may think, therefore, of the price as being a quantity of
gold, some multiple of a piece weighing 25.8 grains.

§5. Representative quality of money. Buying and sell-
ing by means of money is not essentially different from a case
of barter in which gold (or other standard money) is one of
the two goods in the trade. Except in the rarest cases, the
price-good, money, is taken by the seller for its power-in-ex-

1 By proper safeguards regarding their quantity and their ready ex-
changeability for gold.
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change for other goods, not as metal to be used in the arts.
The money 1s taken for its representative quality (see above,
section 2) ; it represents to the trader the desirability of the
things that it can be expected to buy. Money becomes in the
thought of the traders something like an algebraic symbol, but
it stands for different things and groups of things to different
traders, and to each its significance changes from one moment
to another, according as he chooses to use it in buying different
goods.

‘When numerous things are bartered, the ratio in one transae-
tion is unrelated with that in another. Tho there might be
at the same time and place a hundred acts of barter, as
sheep for cloth and wheat for shoes, ete., in large part each
act of barter stands by itself in the thoughts of men. There
is no common unit of comparison for prices. But if sheep,
cloth, wheat, and shoes are each in turn sold and bought with
the money unit, money becomes a common unit of expression
not only for prices on the market, but for the various individ-
uals’ valuations of goods. The habit of comparing goods in
terms of money grows, and for convenience men frame their
own valuations in monetary terms, as they approach a trade
to bid and ask, and buy and sell.

§ 6. The sale at auction. Let us now approach the price
problem as it presents itself when groups of traders come to-
gether, and where bids are expressed in some common unit of
price. 'We will consider first the simplest case of price fixing
in a group, that of the auction sale. In auctions on the Dutch
plan the auctioneer first names a high price and then succes-
sively lowers the price until some buyer takes it. Balancing
his hopes and fears, some one bids it in, because he fears that
when a lower price is named some one else will take it. In
auction sales on the English plan the auctioneer asks, ¢ What
am I bid?”’ and after getting ‘‘a starter’’ he stimulates the
desire of the bidders by praise of the sale-goods, keeps the
crowd good natured and optimistic by artful story telling,
arouses the spirit of rivalry in the bidders, and excites their
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fears by skilful threats of ‘‘going, going,”’ until, shrewdly
watching their faces, he feels that the limit is reached. Then
he lets fall the hammer, ‘‘knocking the article off’” to the
“‘lucky buyer.”” The auctioneer in all this is himself under
some pressure, and the success of the sale as a whole depends
much on his skill. He dare not delay long for a higher bid
on any one article, for unless the bidders continue to believe
that things can be had at low prices (i.e., at less than new
goods will ordinarily bring) the interest flags and the erowd
melts away.

§ 7. Bids in relation to valuations. Note how the prices
paid are related to the valuations of the bidders. Suppose
that an ax is to be sold at auction, and each one of the ten
prospective buyers as he comes to the market has his outside
valuation, as follows:

B 10 will bid at highest 20.
B " L “© [ 25.

B g [T T 113 30.
B 7 [T 1] 13 35.
B 6 [ T I 113 40.
B 5 €« & < €@ 45.
B 4 LU T I 1 €@ 48.
B 3 [{ Y S 11 o 50.
B 2 LU Y 14 € 53.
B 1 {1 3 «© (13 60.

‘When B 3 has bid 50 he has reached his limit and only two
other bidders remain. B 2 may then hope to be successful at
51, but B 1 “‘goes one higher’’ at each bid until the bid of 54,
at which point B 2 drops out. The price in an auction sale is
the next unit above the next to the highest bidder’s maximum
valuation.? When there are several urgent bidders for a sin-
gle article, or for a number of articles less numerous than the
bidders, the price sometimes goes considerably above what is
‘‘normal.’” For example, if several farmers in the neighbor-

2 'This may be called the theoretically exact price, under the assumed
conditions. Of course inattention, forgetfulness, etc., on the part of the
bidders alter tbe conditions and therefore the price (both theoretical
and practical).
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hood have lost or sold horses and =,
a horse is offered at auction just
as the spring plowing needs to be
done, they may bid so eagerly as
to carry the price above that for
which an equally good animal
could be bought in the mnext
county, or in a mnear-by ecity.
The buyer can afford to pay as
much more as the cost to himself —

of a few days’ delay and loss of o, ,oeoe o 09 o
his time when ‘‘time is money.”’ ABTICLE.*

If the normal price is 60, the actual price, which is the market
price at that time and place, might be 70 or 80.2

§ 8. Effect of multiplicate units of supply. Suppose that
instead of one ax, there were ten axes, all of about the same
quality. At rural auction sales in Ameriea, those present look
over the articles before the sale begins, and try to find who has
come to buy, what they would like to get, and what they are
likely to bid. If every prospective bidder judged the situa-
tion with entire accuracy, then when there were nine axes the
exact price would be 21, just enough to exclude the lowest
bidder; if there were eight axes the price would be 26 (and
80 on up to 54 if there were but one ax).

What would happen if there were ten axes offered to ten
bidders and no one else would be tempted to bid at any price,
however low (i.e., complete inelasticity of demand at prices
below 20) ? The first thought may be that the price may be
twenty. But we are here coming to the margin of satisfac-

Valuation Scate

] 6 7 8 90

* Let the buyers be arranged in order of the amount of their maxi-
mum valuations, from left to right from the intersection of the co-
ordinates. The dotted horizontal lines represent the successive levels
of the bids, rising until the price is fixed at 54, just above the next
to the highest bid.

3 Thig is a case of complementary goods (see above, Chap. 5), the
horse being nceded to make use of other goods. It also evidemtly in-
volves time-value, which see later, Part IV.
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IR tion of desires where values dis-
m_i“"}\, appear. If the more eager bid-
N ders know the situation and
ST O refrain from bidding, each buyer
S T o might in turn get an ax for one
;o:_ I A ;‘a..\ unit, the smallest possible bid.
‘B oobrdeprtea=ae—i—t—t=—siy  Thig is the case when things sell
* for a ‘‘song.”” On Saturday
“ nights at the produce markets

lesmetetimkedazazhiat such goods as strawberries, vege-
Fro. 8. Aveon Saem; Nuamgs. tables, and fish will be sold at

0US LIKE ARTICLES.” any price. In fact, it rarely hap-
pens that demand is entirely inelastic, for at an abnormally
low price each of the more eager bidders may be tempted to
get more of the sale-goods than he had expected, and still
others who had no thought of buying will do so if only with
the purpose of selling later. The man who bought a cheap
coffin at an auction because ‘‘it would be handy to have in
the house’’ was a bit of an extremist, yet it is proverbial that
anything can be sold if the price is low enough.

§9. Successive price levels through uncertainty. It is
evident that a mistake in the judgment of traders must alter
the price somewhat with any number of sale-goods. There
may be a succession of price levels. When there were ten
axes, the first five might sell at close to 40, the next three at
close to 30, and the last two at 20; the more eager bidders
being uncertain of the number of other bidders and afraid to
risk waiting for the lower price. This drop in price is a very

*If each of numerous like articles were put up for sale separately
and each were supposed by buyers to be the last, there would result a
succession of prices. Each price would be lower than the preceding,
each just high enough to exclude the next to the highest remaining
bidder. If, however, it was known that there were several like articles
but not just how many, there might result a succession of price levels.
The dotted curve connects the maximum valuation of the several buy-

ers; successive prices form a curve somewhat lower. A tenth unit would
sell only at a price between zero and 20.
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common incident at auctions, to the chagrin of the earlier
buyers; but the opposite is possible, and bidding may become
more spirited and the price rise as the last article is put up
for sale.

§10. Auctions with reserve valuations. An auction is ad-
vertised to be ‘‘without reserve’’ when everything is to be
sold for the highest bid, no matter how low it is. The seller
agrees in advance to have no minimum selling valuation.
Price in such a case may be abnormally low, much lower than
in a trade where a lower limit is set by the ability and readiness
of each would-be seller to keep all or part of the supply if the
price is not as high as his valuations. Buyers’ bids alone then
determine the price at anything above zero. In most cases of
trade, each trader virtually stands ready ‘‘to bid in’’ his own
goods at his valuations rather than to sacrifice them; and even
in some auctions the right is expressly reserved of withdraw-
ing articles for which the bids remain unduly low. In some
cases friends or confederates, ‘‘cappers,’’ make pretended bids,
or sometimes bid in the goods if the price is too low.

§11. Origin of markets. We have in the auction sale,
with its gathering of buyers, something near to the idea of a
market. In all parts of the world, civilized or uncivilized, are
found places where both buyers and sellers of various kinds
of goods come together to trade. These meeting places (or
meetings) were called markets because they were first found
on the border (mark) between tribes, villages, or clans, as a
common ground where strangers met to trade. The notion
of trade did not develop within the family and the tribe.
There the idea of common ownership seems to have ruled, and
the communities seem to have been led to trade by the abun-
dance or the want of certain natural resources in their en-
vironment; thus shore tribes had a surplus of salt and fish,
forest tribes had meat and skins, tribes living near good min-
eral deposits had flints and bronze, while each wanted what
the other had. Markets developed on neutral ground whither
came buyers and sellers, some of whom became regular mer-
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chants. Buyers found a better selection of goods, both as to
kind and as to quality, and merchants found many would-be
purchasers for what they had to sell. Throughout the Middle
Ages purchases were made by the more prosperous husband-
men in great quantities once or twice a year at the fairs or
markets. As both buyers and sellers came from widely sep-
arated places, the feature of combination (or monopoly) was
not common and the conditions of a competitive market were
present.

In America as towns or villages appeared where some men
could give most of their time to producing something besides
food, local markets sprang up whither farmers came to ex-
change with village artisans. Every little country store in
America is in some measure a market, where the merchant
trades with the farmer, the townpeople with the merchant, and
neighbors with each other. The larger cities become the great
markets, toward which are sent all the surplus products of
farms and of the mills in smaller cities to be distributed to
the consumers,

§12. Transportation and the extent of markets. Markets
are limited by the means of transportation enabling goods to
be brought from the place of their origin and delivered to the
place of their use. A dense population engaged mainly in
commerce and manufactures can be maintained only at points
where there are means of bringing in a large supply of food,
and of carrying back manufactured goods. The remarkable
growth in the means of commerce since the application of
steam to water traffic, and the invention of the railroad, have
made it possible for goods to be gathered from more distant
points.

§13. Communication and markets. Buyers and sellers
need not be physically present at one place, but they must be
in communication, so that there can be a common understand-
ing between them. In earlier times, however, there were no
easy means of gathering information such as trade bulletins,
newspapers, special commercial agencies, and no rapid means
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of transmitting intelligence, such as the steamship, the rail-
road, the postal service, the land telegraph, the ocean ecable,
and the wireless telegraph. The traders once had to be to-
gether at one place in order that each should know what the
others were willing to do. All this is now changed and for
many purposes men in Paris, in New York, in London, and in
Calcutta are separated by only a few moments for trading.

As a result of these changes, the old periodical fairs and
markets have almost disappeared, and there has been a widen-
ing of the village-market to the markets of the province, of
the nation, and finally of the world. While a part of every
one’s purchases continues to be made in the neighborhood, a
greater and greater portion of the total business is done by
traders that are widely separated and that are members of a
world-market. Various products produced in the same locality
may seek different markets. While the market for fruit and
eggs may be in the village near the farmhouse, that for most
of the wheat of the same farm may be in Liverpool.

§14. One price in a market. If the many buyers and
sellers coming together at a market-place were to meet as
isolated couples, without knowledge of the others, the trades
would be made at a great variety of ratios, possibly no two
trades at the same. But the coming together of buyers and
sellers into a single trading group has a remarkable effect on
the ratio at which the trades take place between individual
buyers and sellers. So far as there is truly a meeting of
minds, all the trades taking place at any one time are at the
same ratio. It is the essential proof of a true market that
there is but one price at any moment. A complete or typical
market may therefore be defined as a group of closely com-
municating traders whose valuations, however diverse before
they meet, unite for a moment into a single price (as regards
the goods actually traded). A typical market exists and a
market price results when there is: (a) a group of buyers and
sellers; (b) a judgment by each trader of both groups, as to
the conditions of the market; (¢) free bidding on both sides,
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§ 15. Imperfect market conditions., When, however, these
conditions are not fulfilled perfectly, different prices may exist
at the same moment near each other. Retail and wholesale
merchants may be purchasing goods in the same room at the
same time at very different prices, but there are here two dis-
tinet and well recognized markets. Even within what is ordi-
narily the same market, differences may for brief times exist.
On the occasion of a break in stocks, excited traders within ten
feet of each other make bids that differ by thousands of dol-
lars; but the expression used to describe this explains the
cause: ‘‘the market has all gone to pieces.”” The very essence
of the idea of market is the meeting of minds in agreement
on a price. Within a group of buyers and sellers thus meet-
ing, one price prevails at least for the moment. The more
nearly the actual conditions approach to the ideal of a market,
the less are prices fixed by individual higgling, and the more
impersonal they become, the buyers and sellers being compelled
to adjust their bids to the needs of the market, and being un-
able to vary them greatly one way or the other.



CHAPTER 7
PRINCIPLES OF PRICE

§ 1. Buyers’ composite valuation curve. §2. Sellers’ composite valu-
ation curve. § 3. Price the resultant of demand and supply. §4. The
market as a two-sided auction. §5. Supply and demand coérdinate in
price-determination. § 6. Price in a permanent market. §7. Effect of
the market upon valuations. §8. The point of price-adjustment. §9.
Social factors in individual valuations. § 10. Objective conditions to be
studied.

§1. Buyers’ composite valuation curve. We have now to
examine the process by which market-price is determined where
two groups of bidders are present. This fulfils the conditions
of a complete market, where there is two-sided, competitive
bidding. Each trader comes to the market with valuations al-
ready in his mind more or less definitely. It may be that he
is disposed to buy one unit if the price is high;? if it is lower
he will buy two units; if still lower, three units, ete. Or he is
disposed to sell one unit at a certain price, two units if the
price offered is higher, three if it is still higher, ete. The
situation from the standpoint of the prospective buyers is
represented in Figure 9. One of them (B 1) stands ready
to purchase one unit at a price as high as 14 if he can
do no better, but he will, of course, buy at a lower figure if
possible. B 2 will, if he must, pay as high as 13 for a unit.
Other buyers? are willing to buy (one unit each) at prices

1 This set of valuations with which a trader enters a market reflects
a disposition, an attitude of choice, a provisional judgment, which is
subject to change with new conditions. See below on social factors in
individual valuations.

2 Elasticity of demand. The changes of demand (and of supply)

relative to a certain amount of change of price are very different ac-
61
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respectively lower—12, 11, ete. At the extreme end of the
scale there are certain individuals who would be induced to
buy only by a price extremely low—4, 3, 1, ete. The diagram,
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F16. 9. BUYERS’ COMPOSITE VALUATION CURVE.

therefore, represents this situation where the individual (pros-
pective) buyers have different mental attitudes (valuations) as

cording to kinds of goods, to times, and to circumstances. A fall of a
particular price by 1 per cent may correspond with an increase of
demand by 1 per cent or 2 per cent or 10 per cent as the case may
be. When eggs were 35 cents a dozen in Chicago (between 1909-1911)
and fell to 34 cents the change in demand was hardly noticeable. But at
30 cents (about 15 per cent less) the demand rose from about 15,000
cases to 30,000 a week (100 per cent),—a considerable degree of elastic-
ity. (The standard case contains 30 dozen.) At 20 cents a dozen de-
mand was remarkably elastic, and additional supplies to the amount of
50,000 to 100,000 cases were taken (probably used as substitutes for
meat, and to put into cold-storage) with hardly noticeable decline in
price. Later, in June and July, however, when the demand for cold-
storage purposes falls off, and possibly because eggs are somewhat less
palatable in hot weather, the price fell lower (to 18, and one year even
to 15 cents). When at a given price a small reduction in price in-
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regards the good in question, and where in the aggregate the
whole body of buyers stand ready to take the various amounts
indicated, according as the prevailing price is higher or lower.
If it is high they will take a relatively small quantity : if it is
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Fid. 10. SELLERS' COMPOSITE VALUATION CURVE.

low they will take a larger amount. If, for example, the price
should prove to be 12, it will be seen that only four units will
be taken by the would-be purchasers. They will be secured,
of course, by the most urgent buyers, B1, B 2, B 3, and B 4.
There is no one else who stands ready to buy at a price as high
as 12. There are others who would buy at a lower figure, but
if the ruling market price is as high as 12 they are, by their
own attitude of choice, necessarily excluded from the actual
market transactions. Similarly for any other price in the

creages largely the amount that will be bought and sold, demand and
supply are said to be elastic. For example, at 35 cents the demand
for eggs in Chicago is relatively inelastic, and at 20 cents it is very
elastic. See Fetter, Source Book in Economies, pp. 26-33, for descrip-
tion and diagrams of some seasonal price variations in food, from
Professor H. C. Taylor’s study of the subject.
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scale there will be a definite number of included or actual buy-
ers, and a definite amount of the good which in the aggregate
will be taken by those buyers af that price. This amount, the
demand, which the buyers will take at any specified price is a
composite, the combined result, of course, of the bids of the
various individuals concerned.

§ 2. Sellers’ composite valuation curve. We may show in
a similar way by Figure 10 the conditions of supply. 8 1, the
most urgent seller, is willing to sell one unit at a price as low
as 4;* S 7 will part with a unit at a price of 7.5 if he can do
no better; S 12 will not be tempted to sell unless he can get 10
for a unit of the good, ete. Here again the diagram simply
depicts the fact that at any given price there will be a certain
number of actual or included sellers, and the amount offered
by those sellers at that price, or the supply, will also be a
definite quantity. At a low price this quantity is small; at a
high price it is large. '

§ 3. Price the resultant of demand and supply. Our
question now is what is the market-price which naturally
emerges from the demand- and supply-conditions which we
have been considering. If one of these curves be superimposed
upon the other, they are seen to cross at the point correspond-
ing to ten units of sale-goods, and to the price of nine per
unit. All that the diagram means is that under the supposed

8 It must not be thought that in the above diagrams B1, B2, B3,
ete., are necessarily all different people. B 1, who is willing to pay
(if he must) 14 for one unit, may appear again as B2, willing to buy
a second unit, but not willing to pay as much for it as he would
for a single unit, or as B4, B6, etc. That is, he is willing, like the
other buyers individually, and like the group of buyers as a whole, to
take a certain sum at a high price, and a larger sum at a lower price.
This is in accordance with the principle of diminishing gratification
which we have already discussed (ch. 4). Similarly S1 may enter
again as S2, 85, 86, etc. That is to say, each seller (of divisible
amounts of goods) is willing to offer more at a high price than at a
low price. It is evident, then, that the principle of diminishing
gratification lies at the bottom of the demand conditions and also of
the supply conditions as they exist in a market at any given time.
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conditions of demand and supply (i.e., ten units offered by
the sellers, and ten asked by the buyers at the same price, 9),
the market-price which actually prevails will be the price (9)
at which the demand and supply are equal. It is obvious that

167
18f-1--,

- -' H _I -
“mﬁfﬂ“?ua’ | "1 Lgasy
taf-deoho g ey -4

R i__p 3 Al ;é__, g
WEgg UMM T A
R ARRR R <R LN
@10 Eig-botoiod-d-a2 "‘*.'Q:r“‘?‘g‘??ﬂ'j'ﬁ
89 . ::."‘:"‘l"'r +t-1
B ! Pl
. T
3 P
Ee FFigei
st IR
4 —‘:"r“"“." - =}

1 “Jeast

= ERRRRE N
. -4

: SRRRus
: EREERE
125 4 567 8 910111215 141516

Unts of Sale-goods
Fic. 11. PRICE RESULTING FROM VALUATIONS.

the number of units bought must be the same as the number
sold. At the price 9, there can be and will be ten trades. In
each of these ten trades there is some gain for each buyer and
for each seller. (It matters not whether the most urgent buyer
buys from the most urgent seller.) But not one of the buyers
with a valuation less than 9 could trade with any of the
sellers with a valuation more than 9. The only way in which'
any one of these excluded buyers or sellers could get into the
trading would be by inducing some one on the other side to
act by mistake contrary to his own interest, or from motives
of pity or generosity, while at the same time one on the same
side fails to act in accord with his own interest.*

4 Effect of trading outside of the market. For example, B 11 might
take S 8 apart and persuade him to exchange at the price 8, at which
both. would gain something as compared with not trading at all. But
it would be folly for S8 to isolate himself in effect from the market
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It appears then that a logical market-price® is that price
common to all trades made at the time, which permits the
maximum number of transfers with some gain to both parties.
This may be expressed also as: that price common to all trades
at a given moment, at which no less urgent bidder on either
side of the market can trade while any more urgent bidder is
excluded. Such a price brings the desires underlying demand
and supply to an equilibrium; no buyer is willing to bid
more and no seller is willing to take less. It may therefore
be ealled an equilibrium price.

§4. The market as a two-sided auction. It may be help-
ful to think of the market as a double auction-sale in which
each bidder in either group has in mind a ‘‘reserve-price,”’
a valuation at which he will withdraw from the market. Now

in this way. TFor at that price there would be 8 traders willing to
gell and 11 willing to buy. Three buyers able to outbid B 11 must,
at the price 8, fail to get into the trade at all. One of them (logically
it should be B 10 with a bid of 9) must leave the market without
making a purchase (S 10 having a valuation of 9.5). Any buyer
from B 1l to B 16 therefore could succeed in getting into the market
only as a result of persuading one of the sellers against his own
interest, and of outwitting a competing buyer. Similarly, S11 might
get B9 apart (or any other buyer from B1 to B8) and make a
trade at 9.5 mutually advantageous (tho not so good for B9 as he
might get otherwise). But at this price there would be 11 sellers and
but 9 buyers, and as in the converse case, the less urgent traders would
be displacing more urgent traders. Under the assumed valuations any
other price than 9 involves the displacing of some more urgent bidder
(or bidders) by a less urgent bidder on the same side.

5 This is the logical, or theoretical, market-price in the sense that it
is the price which results when all the assumed conditions are fulfilled.
Actual market-price is that price at which a trade is made, and this
may vary on either side of the theoretical price when something hap-
pens such as is described in the last footnote, some one failing to realize
his possibilities. When this occurs there is immediately a new theo-
retical price and the increase of bids from the excluded, more urgent
bidders must send the price either higher or lower than at the last
trade. In the example above, where 8 was the actual price on one
trade, the next theoretical price became 9.
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suppose it is the duty of the auctioneer to find the correct
market-price. He would say, ‘‘There are 16 axes here, how
many will sell at 7 rather than not sell at all?”’ At this
price there would be six sellers and only six trades possible.
The other owners of axes hold them (have reserve-valuations)
at more than price 7. ‘““How many will buy?%’ At this
price there are sixteen would-be buyers. Then by successive
readjustments the auctioneer might finally fix a price at
which the maximum number of trades is possible, that is, the
price 9, with ten trades.

§5. Supply and demand coordinate in price-determina-
tion. It should be emphasized that in the foregoing ex-
planation of price, choice must be understood in relation
both to demand and to supply. Choice is not peculiarly
connected with demand. Demand, like supply, means a
quantity of goods which a person chooses to trade at a spee-
ified price. Demand is expressed as the number of sale-
goods which a buyer will take at the price; supply as the
number of sale-goods with which a seller ¢ will part. Demand
and supply are the same goods viewed in different aspects.
A trader can have no demand unless he has a supply of the
price-goods to give, and will make no offer unless he has a
desire for the other goods. There is no more of the psy-
chological element in demand than in supply, and no less of
the objective elements (of material goods).

§6. Price in a permanent market. We have been
analyzing the process of price-fixing, starting at a moment
when no price existed. Prices must have their origin in this
way beginning in a given situation of human desires in re-
lation to the existing fund of goods. But in a much greater
number of cases in practical life to-day, price seems to ex-
ist in advance of, and apart from, any individual’s valua-
tions. Almost every market, like every active business, is a
“going concern,’’ closed only at night, on Sundays, and on

¢ Who is also, from the other point of view, a buyer, his sale-goods
being the price he is ready to pay.
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holidays. Price seems to be a continuous fact, altho there
is, properly speaking, no coniinuous price; there is merely
a succession of separate prices, as shown by the trades from
moment to moment. We watch price change as in a moving
picture made up of many instantaneous photographs. Yet
each new price seems to grow out of the last price. The
opening price each day is usually somewhere near the closing
price of the day before, but often somewhat, or very, different
as a result of rumors, or of information regarding rains,
wars, fires, and countless other influences. The individual
trader must take the price at any moment as he finds it. His
choice, indeed, is such a small element that price seems to be
independent of his valuation. He merely decides whether at
that price to buy, or to sell, the same amount as before, or
more or less, or none at all, or to bid or to ask a lower or a
higher sum. In doing any of these things, however, he not
only indicates his attitude toward the market-price, but he
exercises his influence upon it. An excluded buyer, if he
has anything to trade, shows that he values the price more
than he does the sale-good. On the other hand, an ex-
cluded seller, the owner of a sale-good, retains it because his
desire for it is stronger than his desire for the price (and for
the other things which by trade the price represents to him).
Trade and the succession of prices appearing are the index
and the resultant of the continuous changes in the economic
conditions, desires, and choices of the members of the com-
munity.

§7. Effect of the market upon valuations. It is clear
that price is the result of the valuations of traders in a mar-
ket taken collectively; yet as each individual’s valuation is
looked at separately it seems to be largely determined by
price. It is very important to keep in mind that the valua-
tions which are spoken of and represented graphically as so
different from the market-price, are not actual. They are
merely what would be if the individual were not in the market.
It was shown in discussing the valuation curve (see Chapter 4,
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sections 8-11), of an isolated person, that the higher valuations
of earlier units sink in accordance with the principle of dimin-
ishing gratification when more like units are added. The actual
valuations of all the like units of a present supply are all
alike (principle of indifference). Now in a market the in-
dividual is in the presence of large new supplies which he
can buy at a price. If he approached the market with a
higher valuation of the sale-good (in terms of the price-
good) than he finds prevailing, he buys, and continues to
buy successive units until his valuation of the sale-good has
sunk to the market-price, or until his price-goods (purchasing
power) are exhausted. So long as he keeps on buying he is
bringing his valuation as nearly into agreement with the
market-price as he can (with units of the size offered). As
he gets more sale-goods their value (in money) falls (principle
of diminishing gratification); as his money decreases the
value of the other things he can buy with it relatively in-
creases (principle of increasing gratification). When all his
money is gone he has desire, but no demand, his valuation
is merely hypothetical-—what he thinks he would pay if he
had the money. This is the state of mind of a large part of
the population most of the time regarding most kinds of
goods.

§ 8. The point of price-adjustment. Picture now a mar-
ket, let us say a village, to which the farmers of the sur-
rounding country are bringing eggs, butter, apples, ete. The
price of eggs to-day is 20 cents a dozen, and at that price
just 100 dozen are brought to market and sold, If but 80
dozen a day come to market the price will rise, let us say,
to 25 cents. Altogether there must be 20 dozen fewer bought.
Who ceases to demand eggs because price has risen only five
cents a dozen? Some few wealthier families may continue
to buy the same number as before, a few poorer families will
stop using eggs entirely, and between these two extremes will
he many families which will use eggs a little more sparingly.
Now the group of poorest families, which before was buy-
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ing some eggs, was just at the margin of choice as regards its
whole demand ; the middle group was just at the margin as
regards a certain part of its demand. In the contrary case,
say a fall of price from 20 to 18 cents, many of the families
will somewhat increase their use of eggs (substituting them
for other kinds of food and packing them for winter use),
and perhaps still other families, which could before not af-
ford to use eggs, will now buy some. And so with respect
to every good, in a market of any size, there are always
persons already buying some, who will be ready to buy more,
and there are others not now buying any, who will begin to
buy some, at a lower price. At the higher price they are
excluded would-be buyers; in respect to certain quantities,
they are merely potential buyers, but when the price falls
they become actual buyers. (A similar view must be taken
of the sellers, actual and potential, at a certain price.)
Each price is clearly the resultant of all the actual demand
and all the actual supply that brings about the equilibrium;
but certain units both of demand and of supply are more
responsive to price changes and are more immediately the
occasion in bringing about changes than are others. The neces-
sary adjustments of price, of demand, and of supply, are made
by those traders who are in a most sensitive, unstable con-
dition in reference to certain units of goods. Therefore our
attention in studying price is directed more toward the buyers
and the sellers who are just excluded, or are about to be ex-
cluded with any alteration of the conditions in the market.
‘When the two pans of a balance are nearly in equilibrium,
either a bit taken out of one pan or a bit added to the other
will bring the balance to equilibrium. We speak of these
bits added or taken away as causing the equilibrium, but
we know that this is only on condition that the other con-
tents of the pan are present and remain unchanged while
this one change is made.

§ 9. Social factors in individual valuations. Men of to-day
are accustomed to look to the market-price as in some measure
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a guide to their valuations. We have just seen why this
must be so, because by trade men are constantly bringing
their valuations into accord with that represented in price
(so far as they have the purchasing power). . But in still other
ways, outside of trade and often preceding the actual trade,
the influence of other men’s choices comes to play a large
part in our valuations. Traditional and conventional values,
foolish fashions, fads, and imitation of others in very dif-
ferent walks of life and with very different needs, modify and
determine our choices. It is easy to see this in every one
but one’s self. These phenomena are variously spoken of
as the mob-mind, the hypnotism of the crowd, suggestion,
snobbery, social ambition, idealism, ete. Each of us is so
affected by his surroundings, his associates, his education from
youth up, that even what seem to be our coldest ealculations
are based on these more or less fixed and fundamental
standards of opinion, prejudice, and preference. Neverthe-
less, the individual’s choice, when he makes it, is hts choice
and helps to maintain or alter price. It will be recalled that
from its very beginning choice was impulsive, not rational,
and continues to be in a large part guided by habit as well
as by impulse. Choice has become in part rational only as
primitive impulses have been inhibited, and choice, which is
action, has been postponed in view of larger interests.

§ 10. Objective conditions to be studied. In the fore-
going analysis there is not an ultimate explanation of price;®
we must not think that priee is fixed by choice rather than by
the objective conditions affecting abundance of supply, ete.
There is no such contrast between alternative explanations.
Each choice is made in a given situation; so far as the choice

6 It is easy “to confuse the idea of natural cause with that of final
cause. Science knows nothing of the latter; any natural cause is
only a link in the chain of cause and effect; it is itself the result of
antecedent causes and the cause of subsequent results.” Conklin,
“Heredity and Environment,” p. 164. This warning of the natural
scientist is just as important in the social sciences asg it is in biology.
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is deliberate it is made in view of all the conditions, which in-
clude the abundance and scarcity of material things. It is
impossible to conceive of choice determining price without
having regard to the quantities and qualities of economic
goods. In choice, men are at nearly all times touching the
world of reality. In price, we see a most significant meeting
point of economic forces. The market-price of the moment
contains within itself many other problems the solution of
which must be sought in a study of natural resources, inven-
tions, machinery, growth of population, ability of men to
produce, and many other concrete conditions of industry.






